The Danish Mortgage System by Zugrav, Victoria
ROSKILDE UNIVERSITY 
 
 
THE DANISH MORTGAGE 
SYSTEM 
PROBLEM-ORIENTED PROJECT WORK 
 
STUDENT: VICTORIA ZUGRAV, STUDENT NR. 51244 
SUPERVISOR: KIRSTEN MOGENSEN 
 
 
18-Dec-14 
   
Abstract: This paper examines the effects of the financial crisis on the Danish Mortgage System, 
by analysing the perspective of capital influx that invaded Denmark as a result of the financial 
crisis from 2008 and the moral hazard problem.  The main findings reveal that the capital influx 
with the Government intervention lowered the lending interest rates, which assured less 
expensive financing to the households and corporate sector. On the other hand, the Government 
intervention could create moral hazard problem, however the financial regulation, supervision 
and monitoring combined with mortgage securitisation at which basis lies the unique balance 
principle stand as a barrier for the moral hazard problem arising 
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Introduction 
Starting with August 2007, the world experienced a financial crisis, with many important 
financial companies becoming insolvent, the whole banking sector being on the edge of collapse 
and with a sudden dry up of finance through a number of traditional channels (Østrup 2010:75). 
One of the main problems on the financial market was the failure of the mortgage backed 
securities that are the securities issued by the banks for the mortgages that are loaned to 
homebuyers.  
Mishkin & Eakins (2006:296) see mortgage ‘a long-term loan secured by real estate’. 
When the financial crisis erupted in 2008, financial stability became one of the main concerns of 
the Governments around the world. Denmark was also affected by the crisis particularly due to 
the dependence for the funds on the international financial market (Østrup 2010:83). The crisis 
lowered investor’s credibility in the financial market, making them to withdraw their money and 
the flux of money stopped. Therefore, Denmark due to the fears of losing investors credibility 
offered support measures to the banking sector to bail it out and prevent it from distress (Østrup 
2010:84-85), as the protectionist measures provided by the Governments increase the confidence 
of the investors.  
 
Denmark is a small country of only 5,627 million people (Link 1), however it accounts for the 
most concentrated, sophisticated and one of the largest mortgage market accounts around the 
world (IMF, 2007:3). Even though the Danish households possess the highest mortgage debt in 
OECD countries and for many scholars and experts it could suggest the collapse of the financial 
system (The Economist, 09/04/2014, Link 6), the system survived the financial crisis from 2008 
and performed well after the crisis.  
 
This project by employing a mixed research methodology, which is a combination of 
quantitative and qualitative methods, will emphasize the effects of financial crisis, particularly 
the effects of the Danish Authorities bailout of the banking sector on the Danish mortgage 
market. With the quantitative methods the effects of the capital influx to Denmark as a result of 
the financial crisis on the mortgage market and the Central Bank intervention for ensuring 
financial stability will be explained. The qualitative methods will be used in interpreting and 
illuminating the effects of the government guarantees offered to the baking sector and the 
mortgage system practices on the risk taking by the mortgage credit institutions that suggest the 
moral hazard problem consideration.  
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Problem area 
Denmark is a small country, but has one of the world’s largest mortgage markets totaling around 
EUR 330bn (Association of Danish Mortgage Banks Annual Report, 2014:29).  
The Danish mortgage bond market is actually more than four times larger than the Danish 
government bond market (Association of Danish Mortgage Banks, Link 3).  
Moreover, Denmark is the second country that has one of the biggest residential debt to 
disposable income of households, a ratio of 205.7% as of 2012 (European Mortgage Federation, 
Link 4), and one of highest residential debt to GDP, 100.8% as of 2012 (European Mortgage 
Federation, Link 4), in Europe and around the world (European Mortgage Federation, Link 4; 
Danmarks Nationalbank, 2014, Link 5).  
Figure 1: Households’ debt-to-gross disposable income ratio 
 
Source: ESRB (European Systemic Risk Board) Risk Board Report, September 2014: ESRB Risk Dashboard, p.5. 
Retrieved from http://sdw.ecb.europa.eu/reports.do?node=1000004033 [Accessed 17/12/2014] 
 
‘Danish households have the highest debt as a share of disposable income among the 34 
members of the OECD’ (The Economist, 09/04/2014, Link 6), which is also shown above in the 
Figure 1.  
European Commission perceives this as a risk for the Danish economic and financial stability 
and consequently as a threat for the European economy (Seabrooke 2012:369; European 
Commission, 2013:3) and tries to impose Denmark to make some changes meant to reduce the 
debt (Seabrooke 2012:369). Among the measures proposed, some refer to classification of 
covered bonds, which implies treating the covered bonds as “illiquid and risky” assets; to use of 
self-issued bonds, that implies that mortgage banks may not include self-issued covered bonds in 
their stocks of liquid assets; to short-term covered bonds, which stipulates that ‘under the new 
liquidity rules, covered bonds with times-to-maturity of up to one year are not eligible as "stable 
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funding’; to Single Rule Book, which suggests that all the countries across the EU will use a 
common regulatory framework for commercial and mortgage banks (Association of Danish 
Mortgage Banks, Link 7). The New Basel III international finance regime and EU pressured 
Denmark to reform the Mortgage Credit Institutions (MCIs) to reduce the housing- indebtedness 
(Seabrooke:2012:367).  
EU’s concern is the financial stability and different measures are taken for avoiding or 
minimizing any forthcoming financial crisis as suggested by different summits held by EU 
member states and discussions from the EU with the Danish Authorities Representatives in the 
field (Seabrooke, 2012:369; European Commission, 2013:7). Therefore, Danish households’ 
indebtness is seen as a problem by EU, considering also that in 2008 Denmark was also affected 
by the crisis.  
‘In new European and international risk-weighting formulae, financial systems with heavy 
amounts of debt related to housing are considered riskier (Børsen 2010)’ (Seabrooke: 
2012:369). 
 
The innovations in the financial credit products that occurred recently developing the interest-
only-loans bring even more risk, because the borrower earns equity of the asset it purchased 
slower than with the traditional mortgage loans (Scanlon et al. 2008:128). At end of the first half 
of year 2014, interest-only loans in Denmark made up 56.3% of total outstanding loans for 
owner-occupied dwellings and holiday homes (Association of Danish Mortgage Banks Annual 
Report, 2014:29). The composition of the mortgage loans has changed starting with 2003, with 
deferred-installment (i.e. installment-free in the initial years of the loan) and adjustable-rate 
loans gaining in popularity over fixed-rate loans with installment (European Commission, 
2013:7). Particularly the Adjustable-Rate- Mortgages are the most predominant type of mortgage 
loans in Denmark, now accounting for more than 50% of the total mortgage loans lent, at the end 
of the 1st half of the year 2014, ARMs with 1-year interest reset periods account for 32.2% and 
ARMs with reset periods of 2-5 years account for 27.0% (Association of Danish Mortgage 
Banks Annual Report, 2014:29). They are popular because it reduces the borrowers monthly 
payments depending on the interest-only period, but on the other hand the interest-only-
mortgages pose higher vulnerability to interest-rate or house-price shocks (Scanlon et al. 
2008:115)  Some analyst perceive that these type of innovations in the financial products 
contribute to the drastic increase in the mortgage debt (Scanlon et al. 2008:128), consequently 
creating  more risk of default and credit and more costs to the borrowers and more risk for the 
housing market, which eventually would affect the financial stability. 
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However, Denmark trusts its system that never defaulted for 200 years, so it is reluctant in 
making changes (Association of Danish Mortgage Banks 2012:4; Association of Danish 
Mortgage Banks, Link 7; Association of Danish Mortgage Banks Annual Report, 2013:6).  
Despite all the suggestions from European Authorities (European Banking Authority, European 
Commission), and alerts from IMF (International Monetary Funds) and the critics of 
professionals working in the field (analysts, bankers, economists) (Link 6; Link8; European 
Commission, 2013) and foreign countries such as Sweden and Norway taking measures and 
imposing regulation meant to decrease the mortgage debt even though it counts for half of 
Denmark’s mortgage (Link 8), Denmark’s officials have confidence in the system, hesitating and 
fighting against the changes (Association of Danish Mortgage Banks Annual Report, 2013:06; 
Link 8, Link 9). Denmark assures that the Danish Financial Supervisory Authority monitors the 
financial system and have strict regulations meant to protect Denmark from any financial 
instability. Additionally, the Danish Authorities act with confidence as pension funds, savings 
and property values/ home equity can cover the debt (Link 9, Danmarks Nationalbank, 2014 
Link 5). 
Moreover, a recent study conducted by Ministry of Business and Growth on the loan distribution 
among households shows that, in general, mortgage debt is concentrated among households with 
high incomes (about 90%), which denotes that de distribution of debt is monitored and controlled 
so that the households will be able to serve their debt in case of interest rates fluctuations, which 
consequently reduces the risk of a further financial instability (European Commission, 2013:23). 
Similar results show Danmarks Nationalbank study (European Commission, 2013:23). 
  
Due to the tight regulation, control and monitoring of the financial system and particularly for 
the mortgage credit system that Denmark has and is famous for around the world and the 
government safety nets (Chong 2010:371; Simkovic 2013:246-247; Christensen 2011:727), the 
Danish mortgage system is considered to be the best in the world by many scholars and countries 
(Chong 2010; Soros 2008 [Seabrooke 2012:369]; The Economist, 1/6/2007, Link 10; Soros, 
2008; Simkovic 2013:247), is sustainable and lasted for more than 200 years.  
 
The Roskilde Bank was on the edge of insolvency during the financial crisis in 2008 and the 
Central Bank covered its debt obligations and also bailed out the banking sector using the public 
funds (Østrup 2010:83,100). Even though the financial crisis was affecting the Danish banking 
sector, Denmark managed to stabilize the situation and used the crisis for its financial benefits.  
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The Danish mortgage system performed surprisingly well in the midst of the global financial 
crisis (Association of Danish Mortgage Banks, Link 11). The Association of Danish Mortgage 
Banks state: ‘The system stood strong during the financial crisis!’ (Association of Danish 
Mortgage Banks, Link 11). Chong (2010:373), Simkovic (2013:247), Chavoix-Mannato 
(2011:109) also emphasize the great performance of the Danish mortgage market during and 
after the crisis.  
 
Considering that Denmark has one of the largest mortgage market share to its economy around 
the world (Association of Danish Mortgage Banks, Link 11and that the mortgage market 
component of the financial system has a large impact on the financial stability as shown by the 
recent financial crisis (Østrup, 2010:75), I consider the Danish mortgage credit market a 
challenging and interesting case, because a small country that has one of the oldest mortgage 
system in the world and it never defaulted seems to be intriguing to look at and perceive what is 
so special about it.  
 
Therefore I find it captivating to perceive and analyse how the Danish financial system managed 
to survive and outperform in spite of high mortgage debt that European Authorities and other 
experts are concerned about.   
 
The two points that will be discussed which had an impact on the survival of the Danish financial 
system are the monetary policy, specifically analysing and discussing influx of money after the 
financial crisis in 2008 and its effects on the Danish mortgage system and the moral hazard 
problem which may arise as a result of the government safety nets and a strong welfare state 
(Simkovic 2013:246; Seabrooke 2012:369).  
Problem formulation 
How did the Danish Mortgage System survive and outperform considering the effects of the 
recent financial crisis?  
Sub-questions: 
1. What caused the influx of money in Denmark after the financial crisis from 2008 and 
what was the effect of the influx of money on the Danish Mortgage Market?  
2. How the moral hazard problem may arise and be limited at the same time in Denmark?  
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Case Study Presentation 
The Danish mortgage system is more than 200 years old (Association of Danish Mortgage Banks 
2012:4) and it contains a unique balance principle and a market-based repayment system 
(Association of Danish Mortgage Banks, Link 12). The model is based on a principle of 
matching a loan and the underlying bonds funding it. It is unique – also from an international 
perspective (Association of Danish Mortgage Banks 2012:6; IMF, 2007:3; Seabrooke 2012:366). 
The mortgages in Denmark are financed by the issue of bonds, which are sold to investors 
(Association of Danish Mortgage Banks, Link 12). The balance principle involves that the terms 
of payments to mortgage bond holders match the terms of the actual mortgages that the bonds 
fund (Chong 2010:381), which means that if a loan is granted for 30 years with 5% interest rate, 
the bonds that are issued have 30 years maturity and a 5% interest rate as shown in Figure 2.  
 
Figure 2. Example of the match funding principle 
 
Source: Association of Danish Mortgage Banks, ‘Example of Match Funding’ (Link 13) 
 
 
According to the Association of Danish Mortgage Banks (Link 14), ‘The principle safeguards a 
very close connection between the payments from the borrowers to the mortgage banks and the 
mortgage banks' payments to the bond owners’, as represented in Figure 3. 
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Figure 3. Mortgage bank as an intermediary 
 
Source: Association of Danish Mortgage Banks, ‘Mortgage bank is an intermediary’ (Link 15) 
 
The balance principle assures that the payments on the mortgage loans, such as interest and 
installments, are linked directly and unambiguously to interest payments and redemptions on 
mortgage bonds funding the mortgages, that are all allocated to specific pools of mortgage 
bonds(Chong 2010:382). Therefore, the mortgage credit institution are a “pass-through” entity an 
intermediary in connecting the mortgagors with investor-lenders (Chong 2010:382). 
The market-based prepayment system involves the possibility offered to borrowers to 
extraordinarily prepay their mortgage credit loans and with full transparency in prices and terms 
by purchasing the underlying bonds (Association of Danish Mortgage Banks, Link 16). 
The interest rates are not negotiated between the mortgage bank and the borrower, instead they 
are determined by the supply and demand on the bond market (Association of Danish Mortgage 
Banks, Link 16).  
‘This is why Denmark has a large re-mortgaging market. Home owners will prepay their 
existing loans and change to other mortgage credit loans when this is financially 
beneficial. The financial advantages could be either lower repayment amounts or lower 
remaining debt and the advantages may be obtained if the trend in interest rates moves in 
one particular direction’ (Association of Danish Mortgage Banks, Link 11). 
 
The prepayment can be done in 2 ways: by calling or delivering the underlying bonds to the 
mortgage credit institute on the same terms as other investors (Chong 2010:397).  
Every bond has an “embedded call option”, which implies that at any time prior to the bond’s 
maturity date, the mortgage credit institute could call back at par the bond from the bond-holder 
free of charge (Chong 2010:382). This gives the opportunity to the borrowers to pay off his loan 
by requesting the bank to call back bonds worth an equivalent amount of his prepayment (Chong 
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2010:383). This option offers great advantages particularly when the current interest rates drop 
in comparison with the interest rate the mortgage was granted for (Chong 2010:383). 
The delivery option involves buying the underlying bonds on borrower’s mortgage and 
delivering them to the mortgage credit institution (Chong 2010:384). This option is beneficial 
when the current interest rates are higher than the one at which the borrower originally obtained 
the mortgage loan (Chong 2010:384).  
 
According to the Association of Danish Mortgage Banks, the main types of mortgages available 
on the Danish market meant to suit the best to the borrowers’ situations are:  
 Fixed-rate loans  
 Adjustable-rate mortgages  
 Floating-rate loans – with or without interest rate cap 
All the mortgages are offered with interest-only periods (Association of Danish Mortgage Banks, 
Link 17).  
The most prevalent are the interest-only loans, which account to 56.3% of all the outstanding 
loans at the end of the first half of the year 2014 (Association of Danish Mortgage Banks Annual 
Report 2014:29) 
The main institutions that offer mortgage loans are mortgage banks and the commercial banks. 
Mortgage banks lending exceeds commercial bank lending (Association of Danish Mortgage 
Banks, 2012:11).  
The Danish mortgage bond market is one of the largest in the world, both in absolute terms and 
relative to the size of the economy (Association of Danish Mortgage Banks, Link 3). It is four 
times larger than the Danish government bond market and Denmark has the largest issuance of 
covered bonds against mortgages on real property in Europe (Association of Danish Mortgage 
Banks, Link 3), which makes it unusual for the Western Europe practices.  
 
The Danish Mortgage System is subject to strict regulation from the Government.  
The Danish Mortgage Legislation involves several acts and executive orders to which strict 
compliance is required, such as: 
 Financial Business Act no. 793 of 20 August 2009 
 Covered Bonds - extract from bill no 577 of 6 June 2007 
 Executive order - balance principle of 21 June 2007 
 Mortgage - credit Loans and Mortgage-Credit Bonds etc. Act no. 454 of 10 June 2003 
 Mortgage Credit Act no. 982 0f 5 december 2003 
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 Financial Business Act no. 286 of 4 April 2006 
 Executive Order on Insolvency proceedings etc agains Mortgage Banks 
 Executive Order on Good Business Practice for Financial Undertakings 
 Code of Conduct for Mortgage Banks (translated by the Association of Danish Mortgage 
Banks) 
Each of this legal frameworks regulate the activity of the mortgage banks, but it also includes all 
the financial institutions, such as the Financial Business Act no. 793 of 20 August 2009 
(Danmarks Nationalbank, 9/12/2014, Link 18). 
The main regulatory frameworks are (Association of Danish Mortgage Banks, 2012:6-7): 
 ‘Mortgage banks grant loans secured by mortgages on real property. A limit has been 
determined for every loan relative to the assessed value of the property financed (LTV 
limit). Further, the loans are subject to a number of provisions on terms and interest-only 
periods’ (Association of Danish Mortgage Banks, 2012:6) 
 ‘Mortgage banks must observe the rules of the Danish Financial Supervisory Authority 
when assessing the value of a property’ (Association of Danish Mortgage Banks, 
2012:6). 
 ‘Mortgage banks have only one source of funding: bond sales. A mortgage bank does not 
operate in the same way as a commercial bank, which may take deposits or raise funding 
with other banks for lending purposes’ (Association of Danish Mortgage Banks, 2012:7). 
 ‘Mortgage banks must observe a so-called balance principle when issuing bonds. The 
balance principle limits the risk that mortgage banks may incur’ (Association of Danish 
Mortgage Banks, 2012:7). 
 ‘The bonds are bankruptcy-remote. Hence, it is very unlikely that investors should suffer 
any losses. Throughout the past two centuries, all investors have been paid in full’ 
(Association of Danish Mortgage Banks, 2012:7).  
 
 
The part that follows will present the methodological and theoretical considerations.  
Methodology 
The Methodology Chapter involves the philosophical considerations of social sciences that guide 
this research, the research design that is the framework of the project, the methods approached, 
the collection and type of data used for the analysis, the validity, reliability of the results and 
limitations in the process of this project. The aim of this chapter thus is to emphasize the way of 
answering the research question (Olsen & Pedersen 2008:169). 
Philosophy of social sciences 
Philosophy of social sciences theory is related to the basic assumptions about the world, society, 
the individual, knowledge, language, the relationship between theory and empirical data, etc., 
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which eventually determines the way people view the world and for researchers the way they 
formulate and explore the research problems as suggested by Olsen & Pedersen (2008:137).  
‘No matter what one does in one’s project work, whether implicitly or explicitly, one makes 
decisions involving social science theory’ (Olsen & Pedersen 2008:138). Therefore, one cannot 
avoid guiding itself by the philosophy of social sciences when conducting the project. By 
including the philosophy of social sciences one gains cogency of the scientific ideals and 
assumptions about the society and the world, knowledge, language and analytic strategies 
employed in the project (Olsen & Pedersen 2008:138). In this instance, for conducting this 
project, the philosophical framework of social sciences served as a guide in decision making and 
all the steps taken. 
The epistemological considerations adopted in this project are guided by the art of interpretation.  
Interpretivism, according to Bryman (2012:30), is based on the view ‘that a strategy is required 
that respects the differences between people and the objects of the natural sciences and therefore 
requires the social scientist to grasp the subjective meaning of social action’.  
The concept of interpretivism involves Weber [1947:88] notion of Verstehen, that implies 
understanding of human behaviour (Bryman 2012:29); the hermeneutic-phenomenological 
tradition, that suggests that social reality has a meaning for human beings and therefore human 
action is meaningful, and people act on the basis of the meanings that they attribute to the their 
acts and the acts of others (Bryman 2012:30); and the symbolic interactionism, which argues 
‘that interaction takes place in such a way that the individual is continually interpreting the 
symbolic meaning of his or her environment and acts on the basis of this imputed meaning’ 
(Bryman 2012:31).  
Humans are interpretive creatures which continually form and are formed by their surroundings 
through interpretations that are built on past interpretations (Olsen & Pedersen 2008:160). Hans-
Georg Gadamder, therefore shows that the ideal of unprejudiced interpretation is misguided, as 
every interpretation solicits pre-existing concepts, theories, expectations and premonitions about 
the phenomenon the people are looking to understand (Olsen & Pedersen 2008:160). Thus, the 
researcher cannot observe and understand something by excluding his previous prejudices and 
also the researcher cannot give objective explanations independent of interpretation; 
‘interpretations always come before explanations’ (Olsen & Pedersen 2008:161). Thus, the 
implication of the interpretivism seems appropriate since the pre-existing concepts, theories and 
prejudices cannot be eliminated in the pursuit of understanding the problem studied.  
 
The key tasks in this research are interpreting and understanding the particularities of the Danish 
Mortgage System that lead to its survival and prosperity during and after the financial crisis.  
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As suggested by Bryman (2012:31), by taking an interpretive stance can mean that the researcher 
may discover surprising findings, which implies that the art of interpreting combined with 
previous concepts and prejudices that the researcher is subject to may bring surprising findings 
about the Danish Mortgage System, which will portray the uniqueness of the context studied.  
The interpretive stance involves a three level interpretation, by which is implied that the 
researcher interprets others’ interpretations, and thereafter, the researcher’s interpretations are 
further interpreted in terms of the concepts, theories and literature involved in the study (Bryman 
2012:31).  
Therefore, by adopting an interpretive stance, I do not aim to generalize or generate general 
theories, however, I aim to focus on the particular context being studied and interpret and 
understand the behaviour of social actors in that context, or with other words to generate 
extensive examination of a particular context.  
Research design 
Case study design implies the detailed and intensive analysis of a single case, that is concerned 
with the complexity and particular nature of the case in question as noticed by Stake (1995) 
(Bryman 2012:66). The research is based on a case study design, because in the context of 
Danish Mortgage System, which is unique in the world (Chong 2010; Association of Danish 
Mortgage Banks, 2012), the detailed and intensive analysis will reveal the particularities of the 
context that ensure its success. 
The term ‘case’ often associates the case study with a location, such as a community or 
organization , which suggests that the case study involves an intensive examination of the setting 
(Bryman 2012:67). The exponents of the case study research design prefer qualitative methods, 
however frequently they involve an employment of mixed-methods research, qualitative and 
quantitative methods (Bryman 2012:68). Particularly when an investigation is based exclusively 
upon quantitative research, there could appear doubts and confusion whether that is a case study 
or a cross-sectional research design (Bryman 2012:68). Therefore, it is deemed proper to employ 
a combination of both quantitative and qualitative research methods in this research since it is a 
case study.  
By employing a case study, the case is an object of interest in its own right, and the researcher 
aims to give an in-depth elucidation of it (Bryman 2012:69). What distinguishes a case study is 
avthat the researcher is concerned to elucidate the unique features of the case, this is known as 
idiographic approach (Bryman 2012:69).  
There are several types of cases, such as: critical, extreme or unique, exemplifying, revelatory, 
longitudinal (Bryman 2012:70-71). 
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The fact that Denmark has one of the highest household debt among the OECD countries (The 
Economist, 09/04/2014, Link 6), it performed well through and after the crisis, Simkovic 
(2013:247) mentioning ‘despite having a larger house price bubble . . . the Danish system has 
had far fewer defaults . . . and foreclosures … throughout the crisis’, which basically portray that 
the Danish Mortgage system is a unique case.  
Additionally, I would argue that the Danish Mortgage Market comprises a longitudinal element, 
since Yin suggests that a case may be chosen because it affords the opportunity to be 
investigated at two or more junctures (Bryman 2012:70).  The case is chosen both because it is 
appropriate to the research questions due to its uniqueness and also because it can be studied 
over time (Bryman 2012:70).  
One of the main criticisms of the case study is that the findings cannot be generalized (Bryman 
2012:71). ‘The exponents of the case study research counter suggestions that the evidence of the 
research is limited because it has restricted external validity, arguing that it is not the aim of this 
research design to generalize to other cases or populations beyond the case’ (Bryman 2012:71). 
 By adopting a case study research design and an interpretive stance, I aim to understand the 
selected case in depth and not elaborate generalizations (Bryman 2012:12).  
Research methods 
Mixed methods research is the research that combines quantitative and qualitative research 
within a single project (Bryman 2012:628). Bryman (2012:628) argues that the quantitative and 
qualitative data deriving from mixed methods research should be mutually illuminating. A mixed 
methods research may provide a better understanding of a phenomenon than if just one method 
has been used. The reason of choosing mixed methods research lies in the research design of this 
project. With a case study, the researcher may find it problematic to go deep and to the core of 
the particularity of the case study (Bryman 2012:68). For emphasizing the uniqueness of the 
case, particularly the Danish Mortgage System, I find suitable in employing quantitative research 
methods that will provide the statistical data for showing the facts that incline for the 
distinctiveness of the case. Thereafter, through employing qualitative research methods, the 
qualitative data will be generated and employed, which will ensure the interpretation and 
understanding of the particularities of the setting and context of the case study, giving meaning 
and emphasizing the importance of the uniqueness of the case (Bryman 2012:560).   
The way of combining quantitative and qualitative research in my project is through the different 
research questions that will be analysed and answered in the analysis (Bryman 2012:640). The 
two research questions are: 
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1. What caused the influx of money in Denmark after the financial crisis from 2008 and 
what was the effect of the influx of money on the Danish Mortgage Market?  
2. How the moral hazard problem may arise and be limited at the same time in Denmark?  
The first question will be answered by employing quantitative methods and the second one by 
employing qualitative methods.   
Additionally, the employment of mixed methods research will contribute to the credibility of the 
research, as it will enhance the integrity of the findings (Bryman 2012:634). 
Even though, this research is conducted by using a combination of both quantitative and 
qualitative methods, this project aims to an interpretive understanding of the actions that 
happened in the particular context and to emphasizing the meaning of the certain actors 
behaviours in portraying the uniqueness of the case study.  
 
Data collection  
Data collection started with the data search on financial newspapers and portal websites, the 
Denmark’s National Bank Website, The Association of Danish Mortgage Banks’s 
(Realkreditrådet) Website, Organisation for Economic Co-operation and Development (OECD) 
website, The Danish Financial Supervisory Authority website and with accessing the External 
Resources Databases available from the Roskilde University library, such as EBSCO 
Publishing’s databases, ProQuest, etc. 
The project employs secondary data, because this type of data will ensure profound and credible 
answers to the research questions due to the high quality data generated by governmental 
organizations or departments and also the reanalysis of data may offer new interpretations and 
reveal new discoveries.   
The quantitative secondary data utilized are other researcher’s data, such as: articles published in 
reports issued by public authorities such as: 
 Dam, Arne;  Hvolbøl, Tina  and  Rasmussen, Morten 2014: “A multispeed housing 
market”, Danmarks Nationalbank Monetary Review, 3rd Quarter 2014, 43-65 
 Pelaez, Maria, 2010: “Securitisation and the Danish Mortgage Credit System”, 
Department of Economic Statistics; Chavoix-Mannato (2011): OECD FSWG workshop 
on Securitisation in Madrid (Spain) 27-28 May 2010, 105-110 
 Rasmussen, Arne, 2013: “Negative Deposit Rates. The Danish Experience”, Investment 
Research, Danskebank Markets, 1-31 
 Østrup, Finn, 2010: “The Danish bank crisis in a transnational perspective”, Danish 
Foreign Policy Yearbook, Danish Institute for International Studies, DIIS, Copenhagen, 
75-112 
 
Another data used is the official statistics that is statistics collected by government departments 
in the course of their work or specifically for statistical purpose, such as:  
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 Fixed exchange rate policy and ERM 2, Denmark’s National Bank Statistics, available at 
Link 20; 
 Foreign portfolio investments, 28/11/2014, Denmark’s National Bank Statistics, available 
at Link 21; 
 Financial Stability Report, 1st half, 2014, Denmark’s National Bank Publication; 
 Foreign Exchange Reserve, Denmark’s National Bank Statistics, available at Link 22; 
 Monetary Review 3rd Quarter, 2012, Part 1, Denmark’s National Bank Publication; 
 Monetary Review 3rd Quarter, 2014, Denmark’s National Bank Publication; 
 Official Interest Rates, Denmark’s National Bank Statistics, available at Link 23; 
 Lending Activity Statistics, The Association of Danish Mortgage Banks Statistics, 
available at Link 24. 
 
The qualitative secondary data utilized in the project includes the official documents deriving 
from the state, such as acts, official reports; mass-media outputs.  
 Acts: 
 Mortgage - credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 June 
2003 
 Financial Business, Act no. 793 of 20 August 2009 
 Covered Bonds - extract from Bill no 577 of 6 June 2007 
 Executive order - balance principle of 21 June 2007 
 Mortgage Credit Act no. 982 of 5 December 2003 
 Financial Business Act, Act no. 286 of 4 April 2006 
 Executive Order on Insolvency proceedings etc. against Mortgage Banks 
 Consolidation Act on Acquisition of Real Property, Consolidation Act no. 265 of 21st 
March 2014 
  Executive Order on Acquisition of Real Property as regards Certain Nationals of EC 
Member States and EC Companies as well as Certain Persons and Companies from 
Countries that have Acceded to the Agreement on the European Economic Area, 
Executive Order No. 764 of 18 September 1995 
  
 Official reports:  
 The Danish Traditional Mortgage Model, The Association of Danish Mortgage Banks 
Publication, 2012, 1-31 
 Mass-media outputs 
 Articles published by The Economist Newspaper 
 Articles posted by Bloomberg Business and Financial Markets News Website 
 
Data analysis 
Data analysis is concerned with the reducing the large amount of information that was gathered 
in the data collection process so that the researcher can make sense of it (Bryman 2012:13). The 
analysis part will involve analysing the secondary data. Bryman (2012:312) states that secondary 
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analysis ‘is the analysis of data by researchers who will probably not have been involved in the 
collection of those data, for purposes that in all likelihood were not envisaged by those 
responsible for the data collection’. As the collection of data in this project implies secondary 
data, the analysis will involve the processing of this data. The first part of the analysis will be 
concerned with quantitative data analysis and the second part with qualitative data analysis. The 
reasons for conducted a secondary analysis are saving the time, high quality data, reanalysis may 
offer new interpretations, opportunity for longitudinal analysis (Bryman 2012:312-315).  
 
Reliability  
As the one research question employs quantitative research methods, obtaining the similar results 
in quantitative research is rather straightforward because of the data that are in numerical form 
(Zohrabi 2013:259). Therefore, the findings from this part of the project are likely to apply at 
other times.  
When employing qualitative research methods, Lincoln and Guba [1985, p. 288] emphasize that 
instead of obtaining the same results, it is better to think about the dependability and consistency 
of the data (Zohrabi 2013:259).  ‘In this case, the purpose is not to attain the same results rather 
to agree that based on the data collection processes the findings and results are consistent and 
dependable’ (Zohrabi 2013:259).  As the data collection involves gathering the data elaborated 
by Law Authorities, data such as acts of parliament, executive orders, which are available via 
Internet, particularly on the official websites of the public organisaiton responsible for compiling 
the legislation, the findings are consistent and dependable.  
 
Validity 
Validity is emphasized by the use of the high quality data used elaborated by the Government 
organizations or departments. Additionally, the researcher tries to collect, analyse and interpret 
data as impartially as possible, he/she has no interest in influencing the findings or reporting the 
findings in a certain way due to not being involved in the original collection of the data and 
being an outsider of the context that the action takes place.  
external validity As this project involves a case study research design, this implies that the case 
is not representative so that it might yield findings that can be applied more generally to other 
cases or that the identification of this typical case can be used to represent a certain class of 
objects (Bryman 2012:69). In this sentence, the case study is not a sample of one (Bryman 
2012:70).  
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Theory 
Monetary and Fixed Exchange Rate Policy  
The financial crisis that started in summer of 2007 has emphasized the crucial role of the banks 
behaviour in the transmission mechanism of monetary policy, particularly the transmission of 
policy through the supply of credit and overall conditions in the capital markets, as Petria argues 
(2010:285-286). Petria (2010:286) suggests that the central bank communication along with 
stable and clear monitory policy strategy have a critical role in reestablishing trust and 
maintaining confidence among participants in the financial markets and promote financial 
stability. Thus, as Denmark was a country affected by the financial crisis, which will be further 
developed and analysed in the Analysis Chapter, a consideration of its monetary policy is central 
in understanding the course of actions during and after the financial crisis that ensured integrity 
of its financial sector.  
In this context an introduction in the money concept and an explanation in how the central bank 
determines the money supply in an economy, which eventually influenced interest rates is 
appropriate, which will be presented through Suranovic’s (2010) theoretical framework.  
Money supply ‘is mostly the amount of coin and currency in circulation and the total value of all 
checking accounts in banks’ (Suranovic 2010:232). 
Money demand is ‘the demand by households, businesses, and the government, for highly liquid 
assets such as currency and checking account deposits’ (Suranovic 2010:232). 
The central bank determines mostly the amount of money available to spend in an economy. The 
total amount of money in circulation can be controlled by using several levers (or tools), the 
most important of which is the sale or purchase of government Treasury bonds (Suranovic 
2010:232). ‘The sales or purchases of Treasury bonds are called “open market operations”’ 
(Suranovic 2010:232).  
The changes in the amount of money in a country influences two very important macroeconomic 
variables: the interest rate and the inflation rate (Suranovic 2010:232). The way of this influence 
occurs is described below.  
What affects the money demand is the desire to buy things soon and the opportunity cost of 
holding the money (Suranovic 2010:232). The opportunity cost refers to the interest earnings that 
one would earn if the money would be invested and not held in one’s pocket (Suranovic 
2010:232).  
In case the interest rates rise, the households and businesses will be more likely to place their 
asset holdings into interest-bearing accounts that are not classified as money and will hold less in 
the form of money (Suranovic 2010:232).  
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The financial sector uses the interest-bearing deposits as the primary source of funding when in 
their lending activity, which results that the changes in total money demand affect the supply of 
loanable funds and in turn affect the interest rates on loans (Suranovic 2010:232).  
 Financial institutions make profit by lending at a higher interest rate than it borrows, which 
means that financial institutions accept deposits from one group of people (savers) and lend it to 
another group of people (borrowers) (Suranovic 2010:235).  By charging a higher interest rate on 
their loans than they do on deposits, the bank will make a profit, which denotes that the interest 
rates on deposits accepted are lower than interest rates on loans lent (Suranovic 2010:235). 
Suranovic (2010:232) affirms that the money supply and money demand will equalize only at 
one average interest rate, at which the supply of loanable funds financial institutions wish to lend 
equalizes the amount that borrowers wish to borrow. Therefore the equilibrium interest rate in 
the economy is the rate that equalizes money supply and money demand. 
Suranovic (2010:232) shows that by using the money market model, several important 
relationships between key economic variables are shown:  
• When the money supply rises (falls), the equilibrium interest rate falls (rises) (Suranovic 
2010:232).  
• When the price level increases (decreases), the equilibrium interest rate rises (falls) 
(Suranovic 2010:232). 
• When real GDP rises (falls), the equilibrium interest rate rises (falls) (Suranovic 
2010:233).  
 
Suranovic (2010:233) explains the connection between the money market and the Foreign 
Exchange (Forex) market through the fact that the interest rate in the economy, which is 
determined in the money market, determines the rate of return on domestic assets. In the Forex 
market interest rates are given exogenously, that means they are determined through some 
process not specified in the model, but that process is described in the money market (Suranovic 
2010:233). 
 
‘Monetary policy is the process by which the Government, the Central Bank, or the 
monetary authority of a country controls (i) the supply of money, (ii) availability of 
money, and (iii) cost of money or rate of interest to attain a set of objectives oriented 
towards the growth and stability of the economy’ (Petria 2010:286).  
 
The central bank and the government use the monitory policy frameworks, such as different set 
of instruments and target variables, to achieve specific goals as suggested by the definition 
(Petria 2010:286). According to the goals that they want to achieve different monitory policy 
types are defined, such as:  
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 inflation targeting framework– that is characterized by an announced numerical inflation 
target and involves inflation forecast (Petria 2010:286) 
 price level targeting – ‘is similar to inflation targeting except that Consumer Price Index 
(CPI) growth in one year is offset in subsequent years such that over time the price level 
on aggregate does not move’ (Petria 2010:286).  
 monetary aggregates anchor – involves using the monetary instruments for achieving a 
target growth for a monetary aggregate, such as different classes of money and credit 
(M0, M1, M2,  and L), it focuses on monetary quantities (Petria 2010:286; IMF 30 June, 
2004).  
 Fixed-exchange rate anchor – when ‘the monetary authority stands ready to buy/sell 
foreign exchange at given quoted rates to maintain the exchange rate at its pre-
announced level or range; the exchange rate serves as the nominal anchor or 
intermediate target of monetary policy’ (IMF 30 June, 2004). This type of regime 
conceals exchange rate regimes with no separate legal tender, currency board 
arrangements, fixed pegs with and without banks, crawling pegs with or without bands 
(IMF 30 June, 2004).  
 
‘Fixed-exchange rates policy is based on maintaining a fixed exchange rate with a foreign 
currency’ (Petria 2010:287). If the country adopts a fixed-convertibility system, then the central 
bank or monetary authority intervenes in the Foreign Exchange (Forex) markets on a daily basis 
to achieve the target exchange rate and to maintain the credibility of the exchange rate 
(Suranovic 2010:393). The intervention involves buying foreign currency whenever there is 
excess supply, that will eventually result in a balance of payments surplus, and selling foreign 
currency whenever there is excess demand, that will create a balance of payments deficit 
(Suranovic 2010:380). For making possible this intervention, the country has to hold a stock of 
foreign exchange reserves (Suranovic 2010:380).   
A reserve currency standard involves fixing the national currency to another country’s currency 
and holding a stock of foreign exchange reserves to facilitate Forex interventions (Suranovic 
2010:380).  
Suranovic (2010:383) suggests that the advantages that a fixed exchange rate system may 
provide are the intention to eliminate the exchange rate risk that will intensify the international 
trade and investment; and the intention of inducing a much lower inflation rate that will impose 
discipline on the country’s monetary authority.  
As mentioned earlier there are several types of fixed exchange rate systems, one of which is 
pegged within a band system. In such a system, the central exchange rate is specified together 
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with a percentage allowable fluctuation, which can be as plus or minus some percentage 
(Suranovic 2010:389).  The reason for a thorough description of this system is that Denmark, 
which is the interested case study of this research, uses the exchange rate system pegged within a 
band (Suranovic 2010:389; Danmarks Nationalbank, 2014, Link 19). Denmark is not a member 
of the Eurozone, however ‘maintains a fixed-exchange-rate policy vis-à-vis the euro area and 
participates in the European Exchange Rate Mechanism, ERM 2, at a central rate of 746.038 
kroner per 100 euro with a fluctuation band of +/- 2.25 per cent’ (Suranovic 2010:389; 
Danmarks Nationalbank, 2014, Link 19), which implies that the krone can only fluctuate 
between 762.824 per 100 euro and 729.252 per 100 euro (Danmarks Nationalbank, 2014, Link 
19). The Danish Central bank must intervene in the Foreign Exchange Market (Forex) if the 
exchange rate rises above or falls below the fluctuation bands, otherwise, the exchange rate is 
allowed to fluctuate freely (Suranovic 2010:389).  
 
In a fixed exchange rate system, the central bank has the responsibility to maintain the balance 
between demand for foreign currency and supply (Suranovic 2010:396). As mentioned earlier, 
the central bank for this purpose will intervene in the private Foreign Exchange (Forex) market 
whenever is needed by buying or selling domestic currency in exchange for the foreign reserve 
currency (Suranovic 2010:396-399). ‘If excess demand for foreign currency in some periods is 
balanced with excess supply in other periods, then falling reserves in some periods will be offset 
with rising reserves in other periods and a central bank will be able to maintain the fixed 
exchange rate’ (Suranovic 2010:399). 
‘When the central bank buys domestic currency and sells the foreign reserve currency in the 
private Forex, the transaction indicates a balance of payments deficit. Alternatively, when the 
central bank sells domestic currency and buys foreign currency in the Forex, the transaction 
indicates a balance of payments surplus’ (Suranovic 2010:399).  
‘Balance of payments deficit (surplus) arises whenever there is excess demand for (supply of) 
foreign currency on the private Forex at the official exchange rate’ (Suranovic 2010:400).  
Central bank transactions are recorded in the official reserve transactions account (Suranovic 
2010:399). If over a period of time this account shows an increase in the official reserves, it 
means that the country has a balance of payment surplus, and on the contrary, the country runs a 
balance of payment deficit, when the reserve balance is falling over a period of time (Suranovic 
2010:399).  Therefore, for tracking sales or purchases of foreign reserves in the official reserve 
account, it can be determined if the country runs a balance of payments deficit or surplus 
(Suranovic 2010:400).  
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If over a period of time the country registers a persistent excess demand for foreign currency 
with very few episodes of excess supply, the central bank’s persistent balance of payments 
deficit will reduce the reserve holdings closer and closer to zero, it will run out of foreign 
exchange reserves, which will result in a balance of payments crisis or currency crisis (Suranovic 
2010:429). The options the country has to avoiding a currency crisis are borrowing the necessary 
reserves from the reserve country central bank, or an international institution, such as 
International Monetary Fund (IMF); national currency devaluation with respect to the reserve 
currency to maintain the fixed exchange rate system, that will generate excess demand for the 
domestic currency and the central bank will have to buy foreign reserves to maintain the new 
devalued exchange rate and that will allow the central bank to gather reserves of foreign 
exchange; return for a floating exchange rate (Suranovic 2010:429-430). However, the second 
option that is devaluation has effects on the prices, which means that the prices of all domestic 
goods from the viewpoint of foreigners will be reduced (Suranovic 2010:429); and the rate of 
return on foreign assets may fall, which will cause the demand for foreign currency to also fall 
(Suranovic 2010:430). Usually the balance of payments crisis are anticipated by the investors in 
the marketplace, which will result in capital flight, that is investors are fleeing their own 
domestic assets to purchase foreign assets or capital that has a greater expected return (Suranovic 
2010:430-431).  
Considering the crisis in 2008, when the investors withdrew their money from the international 
financial markets, the monetary policy theory provides an insight into the actions and decisions 
performed by the Danish Central Bank and the government for overcoming the effects of the 
crisis, which contributed to the integrity of the economy.  
Therefore, I will use this theory for looking into how Denmark managed the monetary policy, 
particularly the fixed-exchange rate policy for keeping the krone stable and how it managed and 
controlled the exchange rate fluctuations.  
This theory will be used to show Denmark’s National Bank role in ensuring and maintaining the 
fixed-exchange rate in case of disequilibria and the effects of this policy on the mortgage system 
after the financial crisis from 2008. It will analyse and emphasise the steps taken for the integrity 
of the financial system and eventually financial stability.  
   
Moral hazard 
The moral hazard term originates in the insurance industry (Krugman 2009:62). The fire 
insurance providers noticed that the property owners who were fully insured against the loss in 
case of a fire would tend to have destructive fires especially when the value of their property 
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would decrease in comparison with the insurance coverage (Krugman 2009:62-63). 
Consequently the moral hazard came to be associated with ‘any situation in which one person 
makes the decision about how much risk to take, while someone else bears the cost if things go 
badly’ (Krugman 2009:63). Additionally, in Krugman’s (2009:63) view ‘borrowed money is 
inherently likely to produce moral hazard’.  
In Okamoto’s view (2009:18) ‘moral hazard arises when an actor does not bear all of the 
consequences of his actions’. He also explains the relation between not being the risk bearer and 
the promising profits that could be gained from investing somebody’s else money:  
‘It is particularly acute when he has the opportunity to profit by taking risks that he does 
not fully bear. Asset managers who profit from the gains earned using other people’s 
money face a moral hazard. Since they do not bear the full cost of a loss of capital and 
since returns are correlated with risk, an asset manager has the incentive to take 
additional risk in order to earn additional returns’ (Okamoto 2009:18). 
 
In Dowd’s (2009:142) view ‘a moral hazard is where one party is responsible for interests of 
another, but has an incentive to put his or her own interests first’. The moral hazard appears in 
finance when: a financial institution sells to a person or entity a financial product (for example a 
mortgage) knowing that the it is not in that person’s or entity’s interests to buy it, or when a 
manager pays himself excessive bonuses of funds that he/she is managing on someone else’s 
behalf; or when a financial institution takes risks that other person/s or/and entity/entities have to 
bear (Dowd 2009:143).  
In case of the financial crisis, the moral hazard game is played at taxpayer’s expense (Krugman 
2009:64) and they are the ones who bear the risks and who bail out the financial institutions in 
the end (Dowd 2009:141).  
The moral hazard is generated when the financial institutions have an incentive to excessive risk 
taking, which may be caused by many factors. 
In Krugman’s (2009:64) view the factor that triggers excessive risk taking is when the financial 
institutions believe that the government stands behind them and in case of distress, ‘the 
government will clean up the mess’, then the banks would be more likely to involve in taking 
more risks for increasing their profits.  
Dowd (2009:142-143) comes with the term ‘subsidized risk-taking’, by which he means ‘if I can 
take risks you have to bear, then I may as well take them; but if I have to bear the consequences 
of my own risky actions, I will act more responsibly’.  
Considering the mortgage lending, in the old days, a bank would grant a mortgage loan with the 
view of holding it to maturity and in case of default it would be the one supporting the loss 
(Dowd 2009:143). Therefore, the bank had an incentive to be precautious who it lent to and 
would screen thoroughly the potential borrowers (Dowd 2009:143). On the other hand if the 
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bank originates a mortgage loan for the purpose of selling it on, the incentive of precaution 
weakens considerably (Dowd 2009:143). This process of selling the mortgage on diminishes 
banks risk of whether the mortgage defaults or not, which makes the bank being concerned with 
the money it gets for originating the loan (Dowd 2009:143). This process leads us to the 
securitisation term which is defined by OECD as ‘the process whereby an institutional unit 
raises funds by issuing securities and enabling the investors in investing in these securities to 
buy directly parcels of specific financial assets’ (Chavoix-Mannato 2011:106). Simkovic 
(2013:214) defines securitisation ‘as a method of financing whereby loan receivables or other 
cash flows are bundled into securities and sold to investors’.  
The mortgage securitisation divides the lending into four types of functions generally handled by 
four different types of specialized financial institutions (Simkovic 2013:215): 
 Origination – making loans to individual borrowers (Simkovic 2013:215) 
 Servicing – managing the ongoing relationship with individual borrowers and collecting 
payments (Simkovic 2013:215) 
 Securitisation – buying large numbers of loans from mortgage originators and bundling 
those loans into investments that can be sold to investors (Simkovic 2013:215) 
 Funding – buying mortgage backed securities (MBS) from securitizers and holding them 
into portfolio as an investment (Simkovic 2013:215) 
The securitisation thus can provide a long-term source of funding and thereby reduce financial 
institutions’ exposure to fluctuations in prevailing interest rates, by which is suggested that the 
interest rate risk is transferred from the financial institutions to professional fixed income 
investors (Simkovic 2013:215). Also, securitisation can be used to transfer the default risk to the 
investors, when the investors possess less information about this type of risk or less expertise 
about the mortgage market (Simkovic 2013:215).   
The mortgage securitisation involves that the bank is not the bearer of the risk as it passes it on to 
the investors when the mortgage backed securities are sold as suggested by Simkovic (2013) and 
which is reflected by Hutchinson (2008a) (Dowd 2009:143) in the quote below: 
‘the fact that the borrowers are incapable of making payments on the mortgage will magically be 
priced into the mortgage by the securitisation process, which will bundle the mortgage with 
other mortgages originated by a similarly lax process and sell the lot to an unsuspecting German 
Landesbank attracted by the high initial yield’. 
As suggested by Dowd (2009), the securisation process serves as a factor for excessive risk 
taking by the banks. The securitisation process allows the banks to be the risk taker and 
sometimes not the risk bearer.  
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Also ‘simply put, if the incentive to take risks is strong enough, then we should expect to see 
excessive risks being taken’ (Dowd 2009:149). Additionally, Martin Wolf [2008a] (Dowd 
2009:144), states that ‘no other industry but finance “has a comparable talent for privatizing 
gains and socializing losses”’, by which is implied again that the Government at taxpayer’s 
expense bails out the banks when in distress and that this action leads again the banks to engage 
in excessive risk taking activity.  
‘Massive bailouts will lead to even more excessive risk-taking’ (Dowd 2009:163). 
‘If I take a risk at your expense, then that’s moral hazard and that’s bad’. (Dowd 2009:163) 
 As suggested by Dowd’s and Krugman’s view, if the risk bearer is somebody else than the risk 
taker, it creates moral hazard, as the risk taker would be keen to involve in taking more risk with 
the belief that he/she has the possibility to win more and not worrying about consequences as 
they would be borne by the risk bearer.  
The so-called bailouts involves that selected banks may receive capital form the Government 
when in distress for instance when deemed “too-big-to-fail” or when too many banks fail 
simultaneously [see O’Hara and Wayne, 1990, Acharya and Yorulmazer 2007, Brown and Dinc 
2011] (Dam & Koetter 2012:2343). 
Diamond and Dybvig, 1983 (Dam & Koetter 2012:2343) argue that financial safety nets aim to 
prevent bank runs, Gropp et al. 2010 (Dam & Koetter 2012:2343) state that they reduce the 
social cost of bank failures, and Demirguc-Kunt and Detragiache 2002 (Dam & Koetter 
2012:2343-2344) stipulate that they promote financial stability. However, Dam & Koetter 
(2012:2343) present that theoretical studies by Cordella and Yeyatti (2003), Gorton and Huang 
(2004) and others show that financial safety nets also can create moral hazard in the form of 
excessive risk-taking behaviour. Dam and Koetter (2012:2344) develop a structural model to 
estimate empirically the extent to which bank bailouts create moral hazard.  
‘Moral hazard problems arise only from additional risk taking due to higher bailout 
expectations, which are usually not observable’ (Dam and Koetter 2012:2344). The bailout 
involves support measures offered by the Government to the banks which are either exits 
through restructuring mergers or capital injections (Dam and Koetter 2012:2345).  
‘Always bailing out distressed banks causes severe moral hazard problem (Gale and Vives 
2002)’ (Dam and Koetter 2012:2356). 
The results of the Dam and Koetter empirical study of the German banks from the period of 
1995-2996 show the existence of the moral hazard due to safety nets (Dam and Koetter 
2012:2360). ‘An increase of expected bailout probabilities by 1% increases the likelihood of 
distress by 0.22%’ (Dam and Koetter 2012:2360). 
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Halme et al. (2000) discusses the Too big to fail doctrine, and presents the rationale for such a 
doctrine to exist.   
The term “Too big to fail” refers to the ‘belief that that the failure of certain large banks would 
have a sufficiently significant (negative) impact on the financial system and the economy as a 
whole such that these failures would be intolerable to the authorities. The result is an implicit 
guarantee by the authorities on the continued survival of certain large banks’ (Halme et al. 
2000:7). This guarantee creates moral hazard, by which many observers mean that the guarantee 
offers incentive to the large banks to engage in excessive risky actions in comparison to their 
smaller competitors (Halme et al. 2000:7).   
The Government’s foundations for a bailout offered to the too big to fail banks lean into the 
bilateral exposures that other banks would have to it as the larger the bank is, the greater the 
exposure of other banks is to it (interbank lending); exposures via financial markets, which 
implies that a failure of a large bank with a big share in a certain financial market may dry up the 
liquidities, causing problems with liquidity to other banks that are linked to that market; 
disruptions of the credit creation process that the failure of the large banks can create; the 
disruptions that can be generated if the failure of a large bank raises doubts among the depositors 
at other banks, making them to compare their bank with the failed one, which in case of 
similarities of their bank with the failed one may create contagious runs on the other banks and 
panic (Halme et al. 2000:8-9).  
Therefore, the disruption the failure of a large bank may bring to the financial system serve as a 
rationale for the Too Big To Fail doctrine, and implies that the banks believe that the 
Government will intervene with a bailout, because otherwise the effects would be too negative 
(Halme et al. 2000:9). Even though the authorities do not announce that they will support the 
insolvent bank and rather pursue a policy of ex ante ‘constructive ambiguity’ with which they 
mean to show that possibly none of the banks will be supported, it proves that this ambiguity 
may create uncertainty among the medium to small size banks, but it does not stop the markets 
perceiving the largest banks as TBTF (Halme et al. 2000:9).     
The former Deputy Governor of the Bank of England, and now Chairman of the UK Financial 
Services Authority, Howard Davies, argues  
‘”If the state guarantees the existence of individual banks, that can create incentives 
which encourage irresponsible behaviour. The prize for taking excessive risk may – if 
things go well – be excess returns (and telephone number bonuses) while, if things turn 
out badly, the state steps in and picks up the tab. This is known as a one-way bet” 
(Davies, 1997)’ (Halme et al. 2000:18-19). 
 
However, the authors argue that even though the Too Big To Fail banks would be more prone to 
engage in assuming greater risks, this engagement depends on ‘the significance of the risk-
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reduction benefits of diversification and better investment opportunities, and whether or not the 
authorities are able to implement policies that could counter the incentives to take greater risk’ 
(Halme et al. 2000:20). 
The diversification and better investment opportunities may not exactly mean that the bank will 
be likely to engage in activity with higher risks, because if regulators price risk, so that greater 
risk is reflected in higher required capital for example, the incentive to take greater risk may be 
reduced (Halme et al. 2000:19). Therefore, authorities’ monitoring of risk also limits the ability 
of banks to take greater risk (Halme et al. 2000:19), which consequently serves as a limit to 
moral hazard. 
The study by Dam and Koetter also shows that moral hazard is significantly reduced if the 
authorities interventions aim directly at the bank’s management or involve outright restrictions 
of its business (Dam and Koetter 2012:2374). Sturdy interventions are effective, but weaker 
measures, such as warnings that are more often used, do not reduce the moral hazard to a large 
extent (Dam and Koetter 2012:2374). Additionally, the study shows that multiple interventions 
at a bank may even foster moral hazard, because the supervisors of the bank might perceive them 
as a sign that the bank is considered important enough to be saved in case of distress (Dam and 
Koetter 2012:2374). 
Simkovic (2013:246) reflects upon the securitisation process among different countries and 
concludes that ‘the covered bond model might not be workable in a competitive, lightly regulated 
market’, which implies that the moral hazard may which may be produced by the securitisation 
may be limited with a strict and uniform regulation.  
 
I chose this theoretical framework because in the circumstances of the recent financial crisis 
from 2008 where the Governments had to offer support measures to bail out the banking system 
and to ensure financial stability, Denmark being one of the first countries to provide support 
measures to its troubled banking sector at the time, the problem of moral hazard appears to be 
relevant. Through the moral hazard concept I look to show the connectivity of this concept with 
the financial crisis as suggested by Dowd (2009), and emphasize what creates and what may 
limit this problem. Additionally, the analysis of the moral hazard problem in Denmark has 
importance due to its connectivity with the financial sectors bailouts from the past as suggested 
by Simkovic (2013:251), which implies that for avoiding future financial crises the past mistakes 
should not be repeated and in this case the moral hazard should be limited. Additionally, the 
effects of the moral hazard affect the whole society as the bailouts are covered by taxpayers as 
suggested by Dowd, Simkovic, Krugman, and therefore for the prosperity of the society and 
economic growth such a problem should be as limited as possible.  
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Analysis  
The first circumstance that impacted the financial system and the Danish mortgage market in 
particular is the influx of money from abroad, which came as a result of the financial crisis from 
2008.  
In August 2007 the world experienced a financial crisis which was marked by the failure of 
many important financial companies and by the sudden drying up of finance through traditional 
channels (Østrup 2010:75). There was a great collapse in the market for mortgage-backed 
securities and inter-bank lending (Østrup 2010:75). As a result, the governments had to intervene 
for solving this crisis with large-support measures, particularly supporting the whole financial 
sector or single financial companies (Østrup 2010:78). However, in September 2008, US 
authorities decided not to support the fourth-largest investment bank, Lehman Brothers, which 
went bankrupt (Østrup 2010:78). This action caused panic and the investors withdrew from the 
markets, a number of the securities markets being closed down (Østrup 2010:78). Additionally as 
the price of securities fell and the fears among investors that the companies may go bankrupt, 
caused a lack of short-term funding around the whole world (Østrup 2010:78).   
The Danish financial sector experienced strong expansion from 2003 to 2007 (Østrup 2010:82), 
specifically that the lending increased considerably. Between the period of 2003 and 2007, the 
household debt has increased from 106% to 132%, and the debt of non-financial corporations has 
increased from 89% of GDP to 106% of GDP (Østrup 2010:82). As the lending activity 
increased more strongly than the deposits, the Danish banks were relying more and more on the 
funding from the international wholesale markets. However, the crisis made the investors more 
averse towards the risk and withdrew their money from the markets, being more careful and 
looking for “safe heavens” to invest in (Østrup 2010:82). Denmark being in need of funding saw 
the opportunity of serving as the safe heaven that the investors were looking for.  
In 2008, the Danish Central bank was forced to bail out the 7
th
 largest bank in Denmark, 
Roskilde Bank, which after a period of intense lending expansion, has a liquidity crisis (Østrup 
2010:83). 
The Danish central bank, Danmarks Nationalbank supplied Roskilde bank with all the necessary 
liquidity and issued a guarantee on all debt obligations incurred by the bank except subordinated 
debt (Østrup 2010:83). This collapse of Roskilde bank made it harder for the Danish banks to get 
access to the funding from the foreign sources due to the investors raising doubts of the integrity 
of the banking sector and the collapse of Lehman Brothers resulted in drying up all the foreign 
funding (Østrup 2010:83).  
The fear of losing foreign investors’ confidence in the Danish banking sector, which would make 
it difficult for Danish banks to meet their financing need through the international markets, was 
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the main motivation for the Danish Authorities to intervene in the banking sector by bailing out 
the Roskilde Bank first and then by adopting Bank Package 1, that involved dissolving the banks 
that could not met the minimum capital requirements, their debts being covered by the 
Government and the banking sector, and later Bank Package 2, that provided  capital injections 
to the banks in distress (Østrup 2010:100). The Danish Authorities strongly intervened in support 
of the Danish banking sector, both by establishing a general guarantee scheme and by providing 
banks with access to capital from the government (Østrup 2010:100), which prevented 
insolvency and assured the integrity of the banking sector.  
Another reason for increasing the foreign investors’ credibility was triggered by the Danish 
exchange rate policy. As mentioned in the theory chapter, Denmark has a fixed exchange rate 
monetary policy, which involves a fixed exchange rate parity of the Danish Krone against the 
euro. The central parity rate is 7.46038 kroner per euro and a fluctuation band of +/- 2.25 % 
(Danmarks Nationalbank, 2014, Link 20). For maintaining the fixed exchange rate, the central 
bank intervenes when necessary by buying or selling the currency (Suranovic 2010:380). 
Therefore, if the foreign funding had stopped financing the Danish banks, the government was in 
the situation of having to borrow a considerable amount from the reserve country central bank, 
such European Central Bank (ECB) or from an international institution International Monetary 
Fund (IMF) (Suranovic 2010:429) to compensate the lack of capital inflows (Østrup 2010:101). 
And considering that there was no certainty that it could get the funds in such a short notice, a 
currency crisis could have arisen, which could have caused also abandoning the fixed exchange 
rate against the euro and allowing the exchange rate to float freely (Østrup 2010:101; Suranovic 
2010:431).  
Eventually the strong Government support provided to the banking sector or the guarantee 
scheme for the debt obligations of the banks gained foreign investors credibility and they started 
investing in Denmark seeing it as a safe heaven. Denmark by introducing the guarantee scheme 
in a quick time, which is 8
th
 of October 2008 and which was signed into law by the Danish 
Parliament on 10
th
 of October 2008, was one of the first countries among the world to participate 
in the competition of attracting foreign capital (Østrup 2010:101).  
That is how Denmark was invaded by the foreign capital starting with 2010. Denmark has 
experienced considerable influx of foreign exchange starting with 2010 (Rasmussen 2013:11-
12). As shown by the Figure 4 and Figure 5 that follow, 17% of the total stock of Danish bonds 
was held by foreign investors at the end of 2013, from which 34% of the total stock of Danish 
government bonds were held by foreign investors, 81% of the total stock of treasury bills were 
held by foreign investors, and 12 % of the entire stock of mortgage bonds were held by foreign 
investors.  
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Rasmussen (2013:11-12) specifies that investors had flocked to DKK bonds since 2010 (Figure 
4, Figure 5).  
Figure 4. Foreign investors purchase of DKK Bonds 
 
Source: Rasmussen, A., L. (2013:12): ‘Negative Deposits Rates. The Danish Experience’. Investment Research, 
Danske Bank Markets Retrievedhttp://danskeanalyse.danskebank.dk/abo/NegativeratesinDKNovember2013/$file/ 
Negative_rates_in_DK_November_2013.pdf 
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Figure 5. Foreign Investors Purchase of DKK Bonds 
 
Source: Rasmussen, A., L. (2013:11): ‘Negative Deposits Rates. The Danish Experience’. Investment Research, 
Danske Bank Markets Retrievedhttp://danskeanalyse.danskebank.dk/abo/NegativeratesinDKNovember2013/$file/ 
Negative_rates_in_DK_November_2013.pdf 
 
Recent data shows that the foreign investors’ interest in DKK bonds persists, as shown in Figure 
6. 
Figure 6. Non-residents’ purchase and sales of Danish Government Bonds 
 
Source: Danmarks Nationalbank (28/11/2014), Statistics, Latest Figures (Link 21) 
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There are other reasons why the Danish bonds are attractive for the investors such as the Danish 
strong economy and healthy balances (Danmarks Nationalbank Financial Stability Report 1
st
 
Half 2014; Rasmussen 2013:14).  For the mortgage bonds in particular the balance principle 
ensures a high bond rating, most of the mortgage bonds possessing the highest rating AAA and 
the direct link between the borrower and the bond holder ensures that the mortgage bonds are 
very liquid assets (Association of Danish Mortgage Banks, 2012:5). 
 
 
However one reason crucial during and after the crisis was particularly the Danish Government 
support provided to the banking sector, because the national guarantees on the debt obligations 
incurred by financial companies will prevent losses for the domestic residents and for the foreign 
investors that finance or own a share of the financial companies (Østrup 2010:88), which 
thereafter will attract the foreign funds. As Østrup (2010:89) argues that the winners for 
attracting the foreign funding would tend to be those governments that are able to offer the best 
protection, probably strong governments in countries with strong institutional frameworks. 
   
 
As previously mentioned, Denmark has a fixed-exchange rate policy pegged within a fluctuation 
band of +/- 2.25 % (Danmarks Nationalbank, 2014, Link 20). The financial crisis caused the 
foreign funds to dry up and the lack of foreign financial funds from the international markets 
could have caused a currency crisis (Østrup 2010:101), that is when the foreign currency 
reserves cannot be maintained or there is a persistent excess demand for the foreign currency 
over time with very few episodes of excess supply (Suranovic 2010:429). As Denmark managed 
to attract the foreign investments it was in need for and from 2010 it has experienced a 
considerable influx of foreign capital, the EUR/DKK rate decreased as shown in the Figure 7. 
The Danish Krone strengthened, which is a result of the increase demand of Danish Krone on the 
Foreign Exchange (Forex) market, also called revaluation as suggested by Suranovic’s 
theoretical framework (2010:419). In 2011 and 2012, the exchange rate was moving closer to 
7.43 DKK/EUR (Rasmussen 2013:15).  
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Figure 7. Exchange rate of the krone vis-à-vis the euro 
 
Source: Danmarks Nationalbank (2014). Monetary Policy. Fixed Exchange rate policy and ERM 2, (Link 20) 
 
Considering the sustained inflow of foreign exchange, a balance of payments surplus arose 
(Suranovic 2010:400). Danmarks Nationalbank automatically intervened on the Foreign 
Exchange (Forex) market to buy foreign exchange, however the reserves were increasing 
considerably since 2005 as shown in Figure 8 (Rasmussen 2013:17). 
Figure 8. The Foreign-Exchange Reserve Since 2005 
 
Source: Danmarks Nationalbank (2014). Monetary Policy. The Foreign-Exchange Reserve (Link 22) 
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If over a period of time there is excess demand or supply of foreign exchange, it can be balanced 
with the excess supply or demand from a future period of time, which means that the falling or 
rising reserves will be offset with rising or falling reserves in other periods and the central bank 
will be able to maintain the fixed-exchange rate (Suranovic 2010:399). However, Denmark was 
running an excess supply of foreign exchange, which was not decreasing, but only increasing. 
The central bank could not intervene because of the prominent increasing of Foreign Exchange 
Reserves, therefore the central bank’s intervention by buying the foreign currency for 
maintaining the fixed exchange rate was becoming less and less possible, which could have 
eventually caused abandoning the fixed-exchange rate regime.   
Therefore, to maintain the fixed-exchange rate, Danish National bank lowered its monetary 
policy interest rates to historically low levels in early July, 2012 (Danmarks Nationalbank 
Monetary Review 3rd Quarter 2012, Part 1, p.59) 
‘The negative rate of interest on certificates of deposit was set solely with consideration to 
maintaining Denmark's fixed-exchange-rate policy’ (Danmarks Nationalbank Monetary Review 
3rd Quarter 2012, Part 1, p.59). 
The rate of interest on certificates of deposit was reduced to -0.20 %, which means that the 
monetary-policy counterparties are paying for placing liquidity in certificates of deposit with 
Danmarks Nationalbank (Danmarks Nationalbank Monetary Review 3rd Quarter 2012, Part 1, 
p.59).  
Figure 9. Certificates of Deposit Interest Rates 
 
Source: Danmarks Nationalbank. Market Info. Official Interest Rates (Link 23) 
 
The negative interest rates were meant to protect the krone and maintain it stable against the 
EURO. Keeping the krone stable against the euro creates a framework for low inflation in 
Denmark in the slightly longer term (Danmarks Nationalbank Monetary Review 3rd Quarter 
2012, Part 1, p.63; Rasmussen 2013:4). It really worked and it proved to be an effective tool to 
keep EUR/DKK close to the central parity (Rasmussen 2013:24). 
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As a result of the negative interest rates for certificates of deposits, the lending rates has also 
dropped as suggested by Suranovic (2010:232) the changes in total money demand affect the 
supply of loanable funds and in turn affect the interest rates on loans, which is seen in Figure 10 
and Figure 11.  
Figure 10. Danmarks Nationalbank’s monetary-policy interest rates 
 
Source: Danmarks Nationalbank (2014). Monetary Policy. Monetary and Exchange-Rate Policy (Link 19) 
 
The lending interest rate lowered to 0.2 % as of 06/07/2012. 
Figure 11. Lending Interest Rates 
 
Source: Source: Danmarks Nationalbank. Market Info. Official Interest Rates (Link 23) 
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Denmark aims at keeping the krone stable against euro and it is the National Bank responsibility 
with the monetary policy to defend the euro-peg (Danmarks Nationalbank, 2014, Link 23), 
which causes in keeping the interest rates low as long as the country has an excess supply of 
foreign exchange, for the mortgage lending included.  
The low lending interest rates ensures cheap mortgage financing that means that the borrowers 
pay a lower interest rate on their mortgage loans, helping to buy up the housing market (Dam et 
al. 2014:51).  
‘The current extraordinarily low interest rates mean very low borrowing costs, especially for 
homeowners with loans based on short-term interest rates’ (Dam et al. 2014:48). 
The low interest rates have attracted new borrowers, as seen in the Figure 12, the banks and 
mortgage banks taken as one have seen an increase in demand for loans from both households 
owners and corporate sector (Danmarks Nationalbank Monetary Review 3
rd
 Quarter 2014, p. 25). 
 
 
Figure 12. Demand for loans 
 
Source: Danmarks Nationalbank. Monetary Review 3
rd
 Quarter 2014, p. 25. Retrieved: 
http://www.nationalbanken.dk/en/publications/Documents/2014/09/Monetary%20Review%203rd%20quarter%2020
14.pdf [Accessed 17/12/2014] 
 
 
 
Nevertheless, it is important to mention that mortgage banks’ lending has expanded during and 
after the financial crisis, which shows the effectiveness of the balance principle and the low 
interest rates on mortgage loans (Figure 13).  
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Figure 13. Total loans outstanding, mortgage banks and banks, Denmark (DKKbn) 
 
Source: Association of Danish Mortgage Bonds (2014). Statistics. Lending Activity (Link 24) 
 
Additionally, as described in the Case Study Presentation, the Danish mortgage system offers the 
prepayment option that involves purchasing the underlying bonds that finance the mortgage 
credit loan for prepaying extraordinarily the mortgage loan, (Association of Danish Mortgage 
Banks, Link 16) ‘Home owners will prepay their existing loans and change to other mortgage 
credit loans when this is financially beneficial’ (Association of Danish Mortgage Banks, Link 
16).  
In the case that the interest rates drop, borrowers may prepay their loans and raise new loans 
with lower interest rates (Association of Danish Mortgage Banks, 2012:8). 
Therefore, a large number of households prepaid their loans starting with 2009 with the fall in 
the interest rates, in 2012 almost half of the loans were refinanced in April and October 
(European Commission, 2013:28), as people in Denmark have a good financial knowledge 
(Scanlon et al. 2008:128) and many check the daily interest rates in the newspapers.  Borrowers 
prepaid their mortgage loans and took new mortgages with lower interest rates. The Danish 
Mortgage system offers this opportunity to borrowers free of charge; therefore with the falling 
interest rates the borrowers reduce their monthly payments and save up (Association of Danish 
Mortgage Banks, Link 11) 
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With the interest rates decreasing, the house prices started to increase since 2012 as shown in the 
Figure 14, therefore the borrowers earn more property equity, but pay less monthly, which is 
convenient and beneficial for the them.  
 
 
Figure 14. House prices in Denmark 
 
Source: Dam,N., A., Hvolbøl, T., S., Rasmussen, M., H., (2014:44): A Multi-Speed Housing Market, Danmarks 
NationalBank Monetary Review, 3
rd
 Quarter, 2014. 
Retrieved:http://www.nationalbanken.dk/en/publications/Documents/2014/09/A%20MultiSpeed%20Housing%20M
arket_Mon3-2014.pdf [Accessed 17/11/2014] 
 
 
Danmarks NationalBank (Danmarks Nationalbank. Monetary Review 3rd Quarter 2014, p.30) 
informs that for Denmark overall, house prices are forecast to rise by around 2.5 per cent 
annually in the coming years. The factors underlying behind this rise include a gradual economic 
recovery with improved consumer confidence and a prospect of rising real income, combined 
with very low interest rates (Danmarks Nationalbank. Monetary Review 3rd Quarter 2014, p.30). 
‘The cost of buying a home, the housing burden, is below its average for the last couple of 
decades, especially if financing is based on variable rate loans’ (Danmarks Nationalbank. 
Monetary Review 3rd Quarter 2014, p.30) as seen in the Figure 15.  
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Figure 15. Interest rate developments and housing burden 
 
Source: Dam,N., A., Hvolbøl, T., S., Rasmussen, M., H., (2014:51): A Multi-Speed Housing Market, Danmarks 
NationalBank Monetary Review, 3
rd
 Quarter, 2014. 
Retrieved:http://www.nationalbanken.dk/en/publications/Documents/2014/09/A%20MultiSpeed%20Housing%20M
arket_Mon3-2014.pdf [Accessed 17/11/2014] 
 
Dam et al. (2014:51) argues that due to the very low interest rate, the housing burden is lower 
today than in the early 2000s before house prices started soaring.  
 
Denmark was affected by the 2008 financial crisis, however the Danish Authorities managed to 
stabilize the situation by attracting the necessary foreign funding, eventually maintain the fixed-
exchange rate, and reducing the interest rates which ensured cheap financing for the household 
owners and corporate sector. As mentioned by Østrup (2010:102), by infiltrating capital 
injections in banks during the crisis in 2008, the Danish Authorities intended to maintain credit 
flows for resident households and non-financial enterprises. It is not only that they maintained 
the credit flows, they also managed very low interest-rate credit flows. Also, the successful 
management of the monetary policy and keeping the euro-peg stable ensured a stable and clear 
monitory policy, which eventually assured financial stability in Denmark as Petria (2010:286) 
argues.  
 
 
The second perspective that will be analysed is the moral hazard and the particularities of this 
problem.  
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The moral hazard concept suggests that the financial institutions would be more likely to engage 
in activities with higher risks if they are not the ones to bear the consequences or the loss 
(Krugman 2009; Okamoto, 2012; Dowd, 2009). They scholars also suggest that what stands 
behind taking more risk are the securitisation process of the mortgage loans (Dowd, 2009; 
Simkovic, 2013), and the belief that the Government will bailout the financial institution/s if 
it/they are in distress (Krugman, 2009; Dowd, 2009; Dam and Koetter 2012; Halme et al., 2000).  
 
Therefore first will be analysed the securitisation process in the Danish Mortgage System.  
In the theory chapter the securitisation process was presented in a 4 steps lending process 
performed by four different types of institutions that involves: mortgage origination, servicing, 
securitisation and funding (Simkovic 2013:215), that allows the banks to be the risk taker and 
not the risk bearer. The securitsation process implies buying large numbers of loans from 
mortgage originators and bundling those loans into investments that can be sold to investors 
(Simkovic 2013:215).  
Even though Denmark’s mortgage system has a securitisation process, which could imply that 
the banks are more likely to involve in riskier activity because they don’t bear the responsibility 
after the sale of the mortgage securities to the investors, the way it works in Denmark is different 
than in other countries, is actually unique, particularly the uniqueness lies in balance principle, 
which ensures that the mortgage credit institutions are responsible if things go badly and they 
will be the ones to cover the losses, to pay the debt obligations or reimburse the investors.  
The balance principle involves that all the ‘mortgage loans granted by the credit institutions to 
property purchasers (“Homebuyer”) in Denmark must be supported by an “equivalent bond 
with maturity and cashflow that matches those if the underlying loan almost perfectly”’ (Chong 
2010:371) or ‘the close match between the bonds and the mortgage loans issued’ 
(Realikreditraadet,. link). The act that stands as the legal framework for this principle is the 
Mortgage-Credit Loans and Mortgage-Credit Bonds etc. Act, Act No. 454 of 10 June 2003. 
The loans remain on the balance sheet of the mortgage bank throughout the lifetime of the loan, 
which is stipulated in Section 152g of the Financial Business Act, Consolidated Act no. 793 of 
20 August 2009, and the mortgage bank thus carries the credit risk. With the securitisation 
process in other countries, by selling the Mortgage Backed Securities to other financial 
institutions, the mortgage loans are transferred to other entities balance sheets (Special Purpose 
Entities), through bundling the mortgages with other mortgages in a pool of mortgage (Chavoix-
Mannato 2011:106). They are removed from the mortgage bank balance sheet, which was the 
originator of the mortgage loan (Simkovic 2013:257; Chavoix-Mannato 2011:106), thus the bank 
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may transfer even the default-risk risk with this type of securitisation.  However, for the Danish 
Mortgage Market, the mortgage banks carry the credit risk till the mortgage loan is fully paid.   
Chavoix-Mannato (2011:105) mentions that ‘the mortgage credit system resembles a 
securitisation process but with no intermediation of any Special Purpose Entities (SPE).’ The 
lack of intermediation by any Special Purpose Entities (SPE) makes the mortgage banks that 
initiate the mortgage loan to be responsible for the default risk.  
 
The Balance Principle involves also that ‘the mortgage banks have a statutory obligation to hold 
sufficient reserves to be able to pay the bond holders in case the borrowers default on their 
payments’. (Association of Danish Mortgage Banks, Link 14). 
Section 26 (1) and 32 (1) of the Mortgage-Credit Loans and Mortgage-Credit Bonds etc. Act 
stipulates that the mortgage-credit institutions must hold the reserve fund and cover the debt 
obligations in case the borrowers default: 
‘26.-(1) The funds of the serial reserve fund shall remain separate from the other funds of 
the mortgage-credit institution. […] 32-(1) In cases of suspension of payments the 
mortgage-credit institution shall, as far as possible, continue to fulfil its financial 
obligations in accordance with claims from holders of mortgage-credit bonds and other 
securities on the due date for payment, unless the appointed supervisory authority 
decrees otherwise’ (Mortgage-Credit Loans and Mortgage-Credit Bonds etc. Act, Act no. 
454 of 10 June 2003, (Link 25)). 
 
Additionally, the act also specificates that in case of bankruptcy of the mortgage-credit 
institutions, the bond holders obligations will be satisfied first:  
‘27.-(1) If a mortgage-credit institution is declared bankrupt, the funds of the series, less 
costs for the processing of the insolvent estate, including costs for the liquidator, staff, 
etc., shall be used to satisfy claims from holders of mortgage-credit bonds, covered 
mortgage-credit bonds, covered bonds and other securities of the relevant series or 
groups of series with a serial reserve fund, as well as claims for interest accrued on said 
claims from the time of the declaration of bankruptcy’ (Mortgage-Credit Loans and 
Mortgage-Credit Bonds etc. Act, Act No. 454 of 10 June 2003, (Link 25)). 
 
This shows once again that the bond holder investment is protected, and that the banks must 
account full responsibility in their lending activity due to the liability they possess for the bonds 
issued.  
 
The securitisation process in Denmark does not contribute to the mortgage credit-loans 
institutions transfer of the credit risk to the investors as it is practiced in other countries, which is 
suggested by Simkovic (2013). The credit institutions are the ones who will bear the credit risk if 
the borrowers default on their mortgages, which means that they are forced by law to cover the 
obligations towards the bond holders, for which they also have a reserve fund. This is enforced 
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by law, particularly by the Financial Business Act, Mortgage-Credit Loans and Mortgage-Credit 
Bonds etc. Act, Covered bond legislation. 
Therefore, bonds are considered very safe investment objects and are among the highest rated 
mortgage bonds with international credit-rating agencies, the balance principle ensures their high 
standard (Chavoix-Mannato 2011:108). ‘Danish mortgage bonds are attractive due to their high 
security level’ (Association of Danish Mortgage Banks, Link 12). Most of the mortgage bonds 
are AAA-rated (Chavoix-Mannato 2011:108).   
 
The balance principle as a practice of lending for mortgage-credit institutions limits several risks 
as suggested by national bank:  
‘In practice, the match funded mortgage loans and the balance principle mean that the 
mortgage bank carries neither interest rate risk, liquidity risk nor refinancing risk in 
connection with the granting and funding of mortgage loans’. (Association of Danish 
Mortgage Bank, Link 26)  
 
This also implies that the balance principle in itself limits the risks to which the mortgage banks 
could be exposed to in its lending activity.  
 
In conclusion, I would argue that the balance principle limits the moral hazard due to the fact 
that the mortgage-credit institutes are discouraged to assume excessive risks in their lending 
because in case of failure, they will bear the risks and handle the consequences. Therefore, the 
securitisation process practiced by the Danish mortgage system that is advocated by law ensures 
extra attention to the risk assumed from the banks, which eventually reduce the moral hazard 
problem that was to appear. 
Additionally, the balance principle limits several other risks, such as interest rate, liquidity, 
refinancing risk. Consequently, even if the bank would be prone to implicate in riskier lending 
activity, the fact that the balance principle reduces the risks the bank can be exposed to, it 
implies that the moral hazard is reduced since there are less risks to be borne in the banks 
activity.  
 
This part of the analysis is focused on the belief that the Government will bailout the financial 
institution/s if it/they are in distress. First, I will emphasize if such belief is to appear in 
Denmark, and then the moral hazard issue.  
The theoretical framework suggests that moral hazard is created when the banks have the 
incentive to engage in risky activity due to the belief that that someone else will bear the risk. 
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Krugman (2009:64) states that when the financial institutions believe that the government stands 
behind them and in case of distress, ‘the government will clean up the mess’, then the banks 
would be more likely to involve in taking more risks for increasing their profits.  
Dowd also specifies that ‘massive bailouts will lead to even more excessive risk-taking’ (Dowd 
2009:163). 
Østrup (2010:91) also elevates the moral hazard issue: 
‘Many economists have argued that intervention to rescue companies which had taken 
too large risks, would cause a major problem in relation to moral hazard, as this would 
induce financial companies to disregard risk. Rescue operations to support financial 
companies in trouble was seen as strengthening the incentive to engage in future risky 
activities’ (Østrup 2010:91).  
 
Considering the scholars’ reflections a reference to the recent financial crisis from 2008 will be 
appointed. As described in the problem area and as shown in detail in the first part of the analysis 
and as suggested by Østrup (2010), Danish financial sector and particularly the banking sector 
was affected by the crisis and the Government had to step in and bail it out. 
As stated previously, Roskilde Bank was the 7
th
 largest bank in Denmark and it failed in 2008, 
the Government bailing it out due to fears of losing foreign investors credibility and due to the 
connectivity of this bank to the other banks from the Danish banking system, which could have 
disrupted the whole system and affect the financial stability (Østrup, 2010:83). 
The bailout involved not only the Roskilde bank, but all the banks as it is developed further. 
The Roskilde Bank had severe liquidity issues (Chong 2010:396). The Danish authorities 
intervened to prevent the Roskilde Bank from collapse in mid-July 2008 (Østrup 2010:83). The 
Central Bank declared that it will supply the Roskilde Bank all the necessary liquidity and issued 
a guarantee on all debt obligations the bank had except subordinated debt (Østrup 2010:83). The 
banking sector covered 750 million DKK of Roskilde Bank losses, the rest being covered by the 
state (Østrup 2010:83).  
Thereafter as a result of the financial crisis with the financial markets drying up, Danish 
Parliament had to adopt special schemes meant to  alleviate the financing restraints in the Danish 
Banking sector and as a procedure for the resolution of the banking crises (Østrup 2010:84).  
The first scheme, called Bank Package 1 was adopted on the 10
th
 of October 2008, which 
involved that ‘banks which could not meet the minimum capital requirements would be 
dissolved, with the costs being shared between the Government and the Danish banking sector’ 
(Østrup 2010:84).  
However, through the 2008 and 2009, the Danish banks faced difficulties in funding through the 
international markets, which had negative consequences on the whole banking sector, reports 
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showing that it was registering mounting losses, that eventually could have led to affecting the 
whole economy (Østrup 2010:84).  
Therefore the Danish Parliament in early February 2009, adopted a new legislation, the Bank 
Package 2, ‘which gave banks access to subordinated capital in the form of preferred shares 
from the government’ (Østrup 2010:85). This is a capital injection measure, which in case the 
bank needed to meet solvency requirements could convert the preferred shares into common 
equity (Østrup 2010:85).  
Bank Package 1 was due to expire at the end of September 2010, while Bank Package 2, the 
banks could obtain a government guarantee for the loans until the end of 2013 (Østrup 2010:85) 
Both of these are guarantee schemes meant to bail out the banking sector.  
The Government bailout of Roskilde bank and eventually the safety nets or guarantee schemes 
offered to the whole banking sector after the financial crisis is likely to create moral hazard as 
the financial institutions have all the reasons to believe that the Government will stand by if they 
are in distress (Krugman 2009:64), because that is exactly what the Government did. In this case, 
the term of subsidized risk-taking that Dowd (2009:142-143) came up with applies, as the banks 
have the incentive to engage in risky activity and lending, because the Government will cover 
the losses, as mainly suggested by the case of Roskilde Bank.  
The fact that the Bank Package 1 and Bank Package 2 came as a guarantee measure for the 
whole banking sector leads us to the massive bailout that took place. Dowd (2009:163) states 
that ‘massive bailouts will lead to even more excessive risk-taking’.  
The massive bailout that took place points at the bailout expectations.  
Dam and Koetter (2012:2344) demonstrated in their research that ‘moral hazard problems arise 
only from additional risk taking due to higher bailout expectations, which are usually not 
observable’. 
The extent to which the Danish banks except to be bailed out can be estimated quantitatively by 
using Dam and Koetter’ model (2012), however this can be a purpose for a future research, but 
considering the support measures offered by the Danish Government, I would argue that the 
bailout expectations are high, which could eventually give an incentive to assume higher risks. 
Especially considering that the Bank Package 2 could be extended until the end of 2013, shows 
the strength of the safety net, and the longer period the Government provides the safety net, the 
more likely the financial institutions will take bigger risks and consequently the moral hazard 
will increase in future.   
The Too Big to Fail doctrine also has rationale and evidence in the Danish banking sector. The 
term “Too big to fail” refers to: 
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‘the belief that that the failure of certain large banks would have a sufficiently significant 
(negative) impact on the financial system and the economy as a whole such that these 
failures would be intolerable to the authorities. The result is an implicit guarantee by the 
authorities on the continued survival of certain large banks’ (Halme et al. 2000:7). 
 
Since Roskilde Bank was the 7
th
 largest bank in Denmark and in the end of 2008 the losses the 
banking sector was experiencing caused fears that other Danish banks could collapse, including 
the largest bank, Danske Bank (Østrup 2010:84), which eventually made the Danish Government 
to intervene with capital injection measures, shows that the two banks were seen as too big to fail 
(TBTF) and these banks and others whose managers perceived them as too big to fail are prone 
to engage in assuming greater risks.  
Halme et al. (2002:22) argues that even though the Government uses constructive ambiguity in 
order to produce uncertainty of which or whether the banks will be bailed out or not, ‘markets 
still believe that support would be forthcoming for certain large banks should they encounter 
difficulties’. Thus, the bailout of the Roskilde bank and the capital injections in the whole 
banking sector shows that the markets have good reasons to believe that the too big to fail banks 
exist and that the Government is most likely to intervene if they would be in distress.  
 
As explained in the first part of the analysis chapter the influx of money to Denmark as a result 
of crisis reduced the interest rates on deposits and consequently on lending (Figure 10). Low 
interest rates allow home owners to benefit in a sense that when interest rates drop, borrowers 
may prepay their loans as traditional fixed-rate mortgage loans may be prepaid at par (100) with 
no penalty and raise new loans with lower interest rates (Association of Danish Mortgage Banks, 
2012:27). 
However, the low interest rates may attract new borrowers in taking a mortgage loans as shown 
in Figure 12 (Demand for Loans) even though they cannot pay it. The banks for increasing their 
profits are interested to grant as many loans as possible as they originate them and then the 
securitisation process as defined by OECD (Chavoix-Mannato 2011:106) and Simkovic 
(2013:215) limits or even removes the risks they could bear. Low interest rates mortgages even 
with increased prices of the houses with the option of interest-only-loans seems to be attractive 
as the borrowers have the opportunity to save more, take more loans using their house as a 
collateral, etc. (Association of Danish Mortgage Banks, Link 11). The banks look into grating 
more mortgages, because their profit is the commission for originating the mortgage loans and 
maybe servicing them (Simkovic 2013:215) and the bonuses offered to the managers (Dowd 
2009:144) and they also do not use their own money for granting the loans. Additionally, 
Denmark’s National Bank Financial Stability Report (2014) informs: 
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‘Given the generally low level of interest rates, this makes it difficult for the banks to 
achieve a reasonable return on excess liquidity. This may give banks an incentive to 
invest in riskier assets or ease credit standards in order to increase their lending 
volume’. (Danmarks Nationalbank Financial Stability Report 1st Half 2014, p. 9).  
 
Thus the low interest rates may give the banks significant grounds to involve in activities with 
higher risks, which can create moral hazard.  
Even though the banks would be eager and likely to involve in any types of lending and risky 
activities that would increase their profits due to the bailout expectations, the safety nets casted 
by the Government after the recent financial crisis and now the low interest rates, Danish 
regulation serve as a barrier if the banks would be prone to an excessive risk behaviour. The 
moral hazard is limited by imposing strict regulation on the lending and particularly mortgage 
lending.  
In the Case Presentation chapter, several acts and executive orders are enumerated, which consist 
the legal framework within the financial institutions carry their activity.  
The Mortgage-Credit Loans and Mortgage-Credit Bonds etc. Act no. 454 of 10 June 2003 is the 
legal framework under which mortgage-credit institutions grant loans and issue mortgage-credit 
bonds. This legislation is meant to regulate the mortgage-credit institutions daily activity and 
also is meant to avoid excessive risks that could be taken in the lending activity or other 
activities, with other words said restricts excessive risk taking by the institutions, which 
eventually limits moral hazard.  
The Section 2.-(1) stipulates that ‘mortgage-credit loans shall be granted against registered 
mortgages in real property according to the rules in this part of this Act’ (Mortgage - credit 
Loans and Mortgage-Credit Bonds etc. Act, Act no. 454 of 10 June 2003, (Link 25)). 
This implies that the mortgages cannot be granted unless the real property serves as a pledge. 
Section 5 poses the Loan-To-Value limits, or lending limits.  
 
‘5 (1) Within a lending limit of 80 per cent of the value of the property, loans may be 
granted for the following categories of property: 
1) Owner-occupied all-year residences, 
2) Private co-operative housing, 
3) Private housing for letting, 
4) Non-profit rental housing, 
5) Youth housing, 
6) Housing for the elderly etc., and 
7) Properties for social, cultural, and educational purposes. 
(2) Within a lending limit of 70 per cent of the value of the property, loans may be 
granted for agricultural holdings and forestry property, market gardens etc.  
(3) Within a lending limit of 60 per cent of the value of the property, loans may be 
granted for the following categories of property: 
1) Recreational dwellings, 
2) Office properties and retailing properties, 
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3) Industrial properties and craftsman's properties, 
4) Collective energy-supply plants. 
(4) Within a lending limit of 40 per cent of the value of the property, loans may be 
granted for other properties, including unbuilt-on plots’. 
(Mortgage - credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 June 2003, 
(Link 25)) 
The Loan-To-Value ratio 80 % for the categories of property enumerated in Section 5 (1) of the 
Act indicates that the amount of the mortgage loan granted may not exceed 80% of the value of 
the property. Strict compliance with the lending limit for the whole period of the loan is a 
requirement that came in force 6 June 2007 and is stipulated in the Financial Business Act, in 
section 152, which has been amended by Bill no 577 of 6 June 2007 (Section 4), which entails 
that in case of exceeding the Loan to Value limit the mortgage credit institution is obliged to 
provide supplementary collateral.  
The mortgage loans outside Denmark are effectuated in conformity with the Section 17 of the 
Mortgage - credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 June 2003, which 
suggests that lower lending limits may be a requirement imposed by the Danish Supervisory 
Authority or exceeding the lending limits where a public authority, a credit institution, or an 
insurance company assumes primary liability.  
‘17 (3) The Danish Supervisory Authority may stipulate lower lending limits than are 
mentioned in section 5 above in connection with a mortgage-credit institution’s lending 
activities outside Denmark, the Faeroe Islands and Greenland. 
(4) Mortgage-credit institutions may provide loans outside Denmark, the Faeroe Islands, 
and Greenland exceeding the lending limits where a public authority, a credit institution, 
or an insurance company assumes primary liability. If the guarantee has been assumed 
by a credit institution or an insurance company, the loan may, however, only be granted 
on the basis of the issue of securities other than mortgage-credit bonds’ (Mortgage - 
credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 June 2003, (Link 25)) 
 
The issue of mortgage-credit bonds involves that the mortgage credit-institutions carries ‘lending 
against mortgages against real property on the basis of the issue of bonds or other securities’ 
(Mortgage - credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 June 2003, Section 
18(1)1)) and that ‘Lending and bond issue carried out by the institution shall be regulated by a 
balance principle’(Mortgage - credit Loans and Mortgage-Credit Bonds etc., Act no. 454 of 10 
June 2003, Section 18(1)2)), which suggests the strict match funding between the value of bonds 
and the loan granted.  
 
The Part 4 of the Mortgage-Credit Loans and Mortgage-Credit Bonds etc. Act includes the 
liabilities and charges for incompliance with the present act. Section 32 specifies that the 
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mortgage-credit institution is responsible for payment to the mortgage-credit bonds and other 
securities holders if the borrowers default. 
‘32-(1) In cases of suspension of payments the mortgage-credit institution shall, as far as 
possible, continue to fulfil its financial obligations in accordance with claims from 
holders of mortgage-credit bonds and other securities on the due date for payment, 
unless the appointed supervisory authority decrees otherwise’ (Mortgage - credit Loans 
and Mortgage-Credit Bonds etc. Act, Act no. 454 of 10 June 2003, (Link 25)). 
 
The Executive Order no 718 of 21 June 2007 on the “Issue of Bonds, the Balance Principle and 
Risk Management” determines and establishes the financial institutions calculation of risk, 
which is imposed by Danish FSA, and eventually also stipulates the limits of the risks that can be 
assumed with the capital base requirements (Executive Order no 718 of 21 June 2007 on the 
Issue of Bonds, the Balance Principle and Risk Management , Pursuant to section 152h(1), no. 6, 
and section 373(4), of the Danish Financial Business Act, Consolidation Act No. 381 of 19 April 
2007).  
Halme et al. (2000:19) argues that authorities’ monitoring of risk also limits the ability of banks 
to take greater risk and as the Danish FSA is the supervisory authority that monitors the solvency 
of the financial institutions, that is having sufficient capital relative to the risks they have 
assumed (The Danish Financial Supervisory Authority, Link  27) implies that the large banks 
may not have an incentive in assuming more risk, since the authorities will require compliance 
with the capital requirements and also the limits to the level of risk that the bank can engage in.  
 
Consolidation Act No. 256 of 21 March 2014 comprises Consolidation Act No. 566 of August 
1986 on Acquisition of Real Property as amended by Act No. 1102 of 21 December 1994.  
‘Section 1(1) of the Acquisition Act stipulates that persons who are not resident in 
Denmark and who have not previously been resident in Denmark for a total period of five 
years may only acquire title to real property in Denmark after having obtained 
permission from the Ministry of Justice. This provision applies to both all-year dwellings 
and seasonal dwellings’(Consolidation Act No. 566 of August 1986 on Acquisition of 
Real Property as amended by Act No. 1102 of 21 December 1994 (Link 28)). 
 
This law avoids speculation on the housing market and the banks cannot involve in accelerating 
the housing market, which may be a result of foreign real estate investors access to the national 
real estate market. Even though globally countries impose strict regulation after the crisis, 
Denmark had these regulation for a long time before the 2008 crisis. The law about house 
acquisition by foreigners is in force since 1986. 
Therefore, as shown above, the excessive risk taking by mortgage-credit institutes and banks is 
limited as strict compliance with the requirements of the legislation is a must, penalties and 
charges being appealed in case of incompliance.  
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The penalties imposed refer not only to the financial institutions activity or business, such as 
fines or imprisonment, but also to their managers as suggested from the section 373 from the 
Financial Business Act: 
‘373 (6) A member of the board of directors or board of management of a financial 
undertaking or a financial holding company who omits to take the steps necessary in the 
event of losses or imminent danger of material losses shall be liable to a fine or 
imprisonment for up to four months unless more severe penalty is incurred under other 
legislation. This shall apply correspondingly for members of the board of directors or the 
board of management in savings institution or electronic money institution’. (Financial 
Business Act, Act no. 793 of 20 August 2009, (Link 25)) 
 
The monitoring and supervision of the financial sector is described in the Section 344 of the 
Financial Business Act. Denmark has different public authorities involved in supervision, 
monitoring and regulating the financial institutions, such as The Danish Financial Supervisory 
Authority (FSA, Finansstilsynet), The Danish Commerce and Companies Agency, The Danish 
Securities Council, The Financial Business Council, Minister for Economic and Business Affairs  
(Financial Business Act, Act no. 793 of 20 August 2009, (Link 25)). 
The Danish Financial Supervisory Authority monitors the financial institutions' compliance with 
Danish financial regulations (Financial Business Act, Act no. 793 of 20 August 2009, Section 
344.-(1), (Link 25)).  
Therefore, authorities’ monitoring of risk also limits the ability of banks to take greater risk 
(Halme et al. 2000:19), which consequently serves as a limit to moral hazard. 
 
In conclusion, the moral hazard problem has circumstances to appear in Denmark, particularly 
due to the bailout offered to the banking sector during the financial crisis, the government safety 
nets that were prolonged till the end of 2013, the low interest rates, however the tight regulation 
and constant monitoring and supervision of the whole financial system limits the risk the banks 
could engage in search of higher profits. Moreover, the securitisation process, at which 
foundation lays the balance principle, that ensures a direct link between the borrowers and the 
bond holders and also accounts the mortgage originators responsible for the bonds issued for the 
whole lifetime of the mortgage loan, reduces the risk the mortgage-credit institutions would be 
prone to take, also assuring a tight screening of the borrowers.  
Discussion 
The aim of this mixed methodology study was to investigate how Denmark outperformed during 
and after the financial crisis by employing quantitative methods foe explaining the role of the 
Danish Authorities in managing the money supply and ensure less expensive capital to 
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households and corporate sector and by employing qualitative methods for showing the effects of 
the Danish Authorities intervention and the mortgage system securitisation on the risk taking by 
the mortgage credit institutes, which may create a moral hazard problem.  
With the financial crisis that burst in 2008, Denmark was experiencing difficulties in assuring the 
necessary funding for the financial sector from the international markets due to the capital dry up 
on a global scale. The dry up caused problems for the whole banking sector. The Danish 
Authorities were forced to step in and casted guarantee schemes meant to bail out the banks, one 
of the main motivation being the need for attracting the international capital to Denmark. As a 
result, Denmark experienced substantial capital influx, which consequently was affecting the 
fixed-exchange rate of the Danish Krone towards Euro. The Central Bank was not able to 
intervene due to the increased amount of Foreign Reserves that the bank was having. Therefore, 
the Central Bank lowered its monetary policy interest rates to historically low levels. The low 
lending interest rate ensured less expensive financing for householders and corporate sector.  
As a consequence of the government bailout of the banking sector and the safety nets provided 
until 2013, which provides high bailout expectations for the banks, and the low interest rates, the 
financial institutions have incentives to engage in riskier lending and assume excessive risks. 
However, the legislation, represented by several acts of parliament and executive orders, that 
stipulate the loan-to-value limit for different categories of borrowers, lending and bond issue 
carried out by the institution shall be regulated by a balance principle, the responsibility of the 
mortgage-credit institution to cover the debts to bond holders in case of borrower’s default, the 
reserve fund holding for covering the debt obligations, real estate purchase in Denmark by non-
residents is limited, etc,  which require strict compliance, together with monitoring and 
supervision from several public instituted authorities in this sense, especially the Danish 
Financial Supervisory Authority, limit the risks the financial institutes could employ in. 
Additionally, the securitisation process that is practiced by the Danish mortgage system reduces 
the excessive risks to which the mortgage credit institute would be keen to involve in, due to the 
balance principle that accounts the mortgage originator responsible for the default risk towards 
investors. The legislation together with strict monitoring and supervision and with the mortgage 
securitisation process limit the moral hazard in Denmark.  
 
As so, the findings emphasize the uniqueness of the case through the fact that Government 
intervention with tight and strict regulation, supervision and monitoring, together with the 
balance principle ensure integrity and success of the Danish Mortgage System.   
The solution to the disequilibrium in the Danish economy is the government intervention with its 
monetary policy or other policy or instruments that are available and in legal power. The case 
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shows that the intervention not only stabilized the disequilibrium by preventing a potential crisis, 
a liquidity, a currency crisis, but it also ensured cheap financing for the households and corporate 
sector, from which the society benefits. Even though the Government support measures may 
subsidize the financial institutions to take more risks as they do not have to bear the 
consequences, in Denmark the regulation and constant monitoring and supervision prevents any 
excessive risk taking through holding the mortgage credit undertakings responsible for the 
investors’ losses and also by requiring strict compliance with the current legislation and 
imposing charges and penalties for the whole institution and its management in case of violation 
limits the activity the financial institutions can engage in, consequently eliminating the moral 
hazard problem.  
With the bailout Danish Government wanted to gain the foreign investors credibility and had the 
direct intention of showing the foreign investors that the banking sector will be bailed out and 
supported if a distress is to arise in future (Østrup 2010:84). The Government acted carefully in 
this matter, and I would argue that they calculated what the impact would be of the moral hazard. 
To some extent I would argue that every step was calculated and thought through, because they 
knew how much they can stretch with the regulation they have and also what changes they could 
impose for a tighter regulation in order to prevent the unfavourable  consequences, eventually to 
eliminate or reduce the moral hazard problem, and financial instability. 
Therefore, even if the increased mortgage debt was to pose as a problem in the future to come, 
the Government’s strict regulation, monitoring, control, supervision and active implication in the 
financial sector will serve as a barrier and resolution to the extent to which this problem was to 
impact the financial stability and economy, and consequently the whole society.   
Conclusion  
Even though the increased Danish households mortgage debt is seen as of significant concern 
and as a threat to the financial and economic stability by the European Banking Authority (EBA) 
and European Commission, (European Commission) holding discussions with the Danish 
Authorities (Danmarks Nationalbank, Association of Danish Mortgage Banks) regarding the 
high debt and propose Denmark measures meant to reduce the mortgage debt, the balance 
principle of the Danish mortgage system combined with strict regulation and Government 
intervention ensures prosperity and performance of the Danish Mortgage System and 
consequently maintain financial stability.  
In the context of the financial crisis from 2008 when the Government had to intervene and 
bailout the banking sector, the Danish Mortgage System performed well and the lending activity 
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expanded due to the success and safety of the balance principle and the low interest rates which 
came as a result of the large capital influx that invaded Denmark after the financial crisis. 
Moreover, even though the government safety nets provided to the banking sector and the 
massive bailout could result in mortgage-credit institutions to assume excessive risks in their 
activity, thus creating a moral hazard problem, it is not the case in Denmark. Due to the strict 
legislation that regulates the lending limits, issue of bonds according to the balance principle, the 
debt accountability of the mortgage originators towards the bond holders, the charges and 
penalties for incompliance with the current acts, the residential status of the real estate buyers, 
combined with monitoring and supervision by specific regulatory authorities, one of the central 
in this domain being the Danish Financial Supervisory Authority (FSA), and combined with the 
securitisation process at which basis lays the balance principle the moral hazard is limited.  
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